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Taxation influences upon the market in 
venture capital trust stocks: theory and 
practice 
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^School of Management, University of Southampton, Southampton, SO17 1BJ, UK; "School of 
Management and Business, Aberystwyth University, Aberystwyth, SY23 3DD, UK 


Individuals investing in a venture capital trust (VCT) IPO listed on the London Stock Exchange 
receive a number of conditional tax incentives; the time-related nature of the associated 
conditions can create a ‘lock-in effect’. By deriving and testing a model of the value of 
these incentives we examine how they influence investors’ pricing and trading decisions. 
This paper contributes to the ongoing tax capitalisation debate in three ways: first, by 
calculating the magnitude of the lock-in effect without reference to underlying shareholder 
records; second, by adopting a time series approach in view of the time-varying magnitude 
of the potential lock-in effect, and thereby avoiding control issues involved in cross- 
sectional analysis of the effects of taxation on pricing; and third, by focusing on changes in 
the bid—ask spread rather than, for example, mid price, so reducing the impact of changes 
in the market value of the instruments under consideration on the analysis. Our results have 
direct policy implications in suggesting a conflict between the existence of time-related 
conditional tax incentives and the requirement for VCTs to be listed on the London Stock 
Exchange explicitly in order to promote liquidity in a historically illiquid sector of the market. 


Keywords: venture capital trust; taxation; relief; lock-in effect; listing 


1. Introduction 


Successive UK governments, like their counterparts in the USA, the Netherlands and elsewhere, 
have attempted to use tax-based incentives to correct a perceived market failure in the provision of 
finance to small, unquoted companies. One such scheme in the UK promotes the use of venture 
capital trusts (VCTs). An explicit aim of the УСТ legislation is the provision of an exit strategy to 
investors thereby reducing one source of the potential market failure (HM Inland Revenue 2002). 
Consequently, VCTs are required to be listed on the London Stock Exchange. We report, 
however, that the secondary market in VCT shares is characterised by low levels of market liquid- 
ity as indicated by typically low trading volumes. This paper examines whether investors' pricing 
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and trading decisions can be explained in terms of tax considerations and, therefore, whether the 
design of the VCT legislation (and associated tax legislation) is a potential cause of the low 
liquidity. 

Individuals investing in a VCT IPO receive a number of conditional tax incentives including, 
most significantly, ‘investment relief’, an income tax rebate based on the sum initially invested. 
To reduce the potential benefits of ‘tax avoidance’, a repayment or ‘clawback’ of the rebate can 
arise if the shares in the VCT are sold within a ‘required holding’ period (HM Treasury 2003). 
This paper derives a model of the present value of the conditional tax incentive during the 
currency of the required holding period, and then tests empirically a number of predictions 
about market behaviour based on this model. 

The issue of the impact of taxation on asset prices has been subject to considerable academic 
investigation. There remains, however, a lack of consensus over, in particular, the impact of 
investor-level taxes on share prices. A main source of the controversy revolves around identifying 
the tax status of the price setting or marginal investor. Further difficulty arises from distinguishing 
between competing effects. For example, in studies of UK markets, while Ang et al. (1991) and 
Chui et al. (1992) conclude that investor-level taxes are reflected in gross yields, Morgan and 
Thomas (1998) dispute the validity of a tax-based explanation, suggesting dividend signalling 
effects and a delayed related price reaction as alternatives. The lack of consensus internationally 
on the impact of investor-level taxes is evidenced in Harris and Kemsley (1999), Collins and 
Kemsley (2000), Harris et al. (2001), Dhaliwal et al. (2003) and Hanlon et al. (2003). More funda- 
mentally, questions pertain as to the efficiency of markets with respect to taxation. In studies of US 
markets, Cutler (1988) concluded that ‘results leave unanswered questions about ... whether [tax] 
news was efficiently incorporated into stock prices’ (р. 1108); and Elton et al. (2004) found indi- 
cations that ‘individuals either do not pay attention to taxes or are unaware of the differences 
across funds and their predictability’ (p. 281). Hubbard and Michaely (1997) raised similar concerns. 

We address the effect of investor-level taxes by examining their influence on disposal timing 
decisions and the resulting effect on price, that is, investigating the existence and extent ofa ‘lock- 
in effect’. Such an effect typically arises when the taxation of gains is on a realised basis and, con- 
sequently, provides investors with an incentive to defer realisation of the gain (Stiglitz 2000, 
Devereux and Freedman 2008). In the context of capital gains tax (CGT) in the UK, a lock-in 
effect may be exacerbated by the availability of taper relief; which reduces the effective rate of 
tax with reference to the length of ownership. Lock-in effects can arise in other tax settings, for 
example, under corporation tax settings in the context of disposal of assets on which capital or 
investment allowances have been granted; or in the context of the decision as to whether or not 
to continue trading where there exist past trading taxation losses which are yet to be utilised. 

Although studies find evidence of pricing consequences of a lock-in effect, for example, Klein 
(2001) and Blouin et al. (2002), such studies necessarily rely on assumptions about the date of 
asset acquisition in order to estimate the tax cost of the lock-in effect associated with a particular 
asset (although an exception is Landsman and Shackelford 1995, who had access to confidential 
shareholder records which allowed them to calculate shareholder-specific tax liabilities by 
specific shareholder). However, the structure of VCTs in the UK allows a research methodology 
which overcomes the above limitations as discussed below. In other settings to overcome the 
above limitation regarding a pricing effect, more recent research has focused on relative 
trading volumes to find evidence of a lock-in effect, for example, Ayers er al. (2008). 

Our analysis of bid—ask spreads confirms the existence of a lock-in effect, consistent with 
findings of low trading volumes, and has direct policy relevance on two aspects. First, the result- 
ing disincentive to trade reduces liquidity, thereby potentially reducing VCTs’ ability to attract 
funding and increasing their cost of capital; and second, the lock-in effect inhibits VCT investors 
from re-investing in more profitable activities, thus creating a welfare loss (Stiglitz 2000) and 
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related increased agency costs. The results may be summarised as follows. First, VCT bid—ask 
spreads evolve over time in a way consistent with investment relief being capitalised, and the 
bid—ask spread increases as the present value of the investment relief increases. As the present 
value increases over time, VCT shareholders require an increasingly higher price if they are to 
sell within the required holding period and, thus, forfeit their investment relief. Potential second- 
ary market purchasers, however, are not entitled to investment relief and are, therefore, only 
willing to pay a price that is independent of any investment relief consideration. Second, VCT 
spreads fall significantly and the number of customer bargains increases significantly following 
the end of the required holding period, consistent with the cessation of the lock-in effect. 
Third, spread is greater for VCTs with a three-year as opposed to a five-year required holding 
period, consistent with the present value of the investment relief being higher the shorter the 
holding period. And fourth, VCT spread and volume traded are, respectively, greater than and 
less than the spread and volume traded for a non-VCT comparator sample (for which comparator 
sample, in the absence of specific tax incentives, there is no tax-related required holding period). 
We argue that our results present stronger evidence of a lock-in effect than do many previous 
studies, this being facilitated by the setting for our work. 

In addition to its policy relevance, our study contributes to the lock-in literature principally in 
three respects. First, we calculate the magnitude of the lock-in effect with certainty, yet without 
reference to underlying shareholder records, which allows examination of a broader sample than 
would be likely to be available were access to confidential shareholders’ records required. 
Second, we adopt a time series approach, in уіе of the time-varying magnitude of the potential 
lock-in effect, and thereby avoid control issues involved in cross-sectional analysis of the effects 
of taxation on pricing. And third, we focus on changes in the bid—ask spread rather than, for 
example, mid price, and so reduce the impact of changes in the market value of the instruments 
under consideration in the analysis. 

The paper proceeds as follows: the next section discusses VCTs and associated taxation regu- 
lation; the third section develops a theoretical model for the valuation of VCT investment relief; 
the fourth section describes the data, hypothesis and research method; the results are presented 
and discussed in the fifth section; and the final section concludes. 


2. Legislative and institutional background 


Legislation establishing VCTs was included in the UK Finance Act 1995, and the first VCT was 
created in November 1995. The term ‘trust’ is, strictly, a misnomer, since, in order to be approved 
as VCTs under the Finance Act 1995, they are required to be public limited companies quoted on 
the London Stock Exchange.’ Approval under the 1995 Act results in two distinct sets of tax 
reliefs: shareholder-level reliefs and firm-level reliefs. Critical to this analysis, shareholder- 
level reliefs are restricted to private individuals, thereby excluding the possibility that the 
(rational) marginal shareholder could be a tax-exempt organisation, since such organisations 
would be unwilling to pay a share price subsuming shareholder-level reliefs which are of no 
value to them.” The terms of approval are given іп 5.70, Finance Act 1995, and are primarily 
concerned with the composition of the assets held by the УСТ size of holding and size of 
companies in which it invests.? The legislation also specifies approved trades, in order to 
direct investment away from relatively low risk asset-backed investment ventures towards 
risky activities which may, otherwise, experience difficulty in attracting investment. 

The requirement that all VCTs must be quoted on the London Stock Exchange is designed to 
provide investors with a ready market for assets with typically illiquid underlying investments and 
thereby reduce the risks associated with unquoted investments." Individual investors may obtain 
a number of tax reliefs when investing in VCTs. Original subscribers (but not secondary market 
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purchasers) can obtain income tax relief at a rate of 20% on the cost of their original investment 
(referred to as ‘investment relief’ for the purposes of this paper) conditional upon the shares being 
held by the individual for a required holding period. This required holding period was originally 
five years, but was reduced (non-retrospectively) to three years for seasoned and unseasoned 
issues occurring on or after 6 April 2000. If the shares are disposed of before the expiration of 
the required holding period a ‘clawback’ of the income tax occurs, based on the lesser of the 
amount invested or disposal proceeds. Additionally, a subscription to acquire VCT shares can, 
subject to certain conditions being satisfied, be used to defer a tax.gain realised on a non-VCT 
asset. Following the introduction in the UK Finance Act 1998 of taper relief (for CGT calculation 
purposes), the ability to defer a gain is now of less significance to potential investors, particularly 
in relation to gains on business assets.? 

Further relief is given by an exemption from CGT in respect of any gain on disposal of shares in 
VCTs, and by exemption from income tax upon dividends received from УСТ. For the purpose of 
this paper, these two reliefs are together referred to as ‘return reliefs’. The return reliefs are avail- 
able to all individual UK tax paying shareholders,” irrespective of whether they acquired their 
shareholding by direct subscription or by purchase in the subsequent secondary market. 

Therefore, in subscribing for shares in a VCT an investor is acquiring four distinct assets or 
rights: (i) a share of the VCT’s net assets; (ii) the right to investment relief; (iii) the possibility of 
roll-over relief; and (iv) the right to return reliefs. Of these, the second and third cannot be 
acquired by a secondary market purchaser. 

Since a subscriber forfeits the right to investment relief upon selling VCT shares within the 
required holding period, and since investment relief may not be transferred to purchasers in the 
secondary market, we deduce that the secondary market in a VCT share will be characterised 
by high bid—ask spread and low trading volume during the required holding period for that 
share. A market maker will only offer to sell VCT shares for a price at which he/she can 
readily obtain (or replace) such shares in the market: this price will include, to some extent, an 
element reflecting the value of investment relief rights of original subscribers. Potential purcha- 
sers, by contrast, will place no value on investment relief and will not be prepared to pay for it. 
Once the required holding period for the share is over, we may expect to see a lower bid—ask 
spread and consequently higher trading volume. 

We would expect, therefore, that the quoted prices for VCTs in the secondary market to com- 
prise the following elements: market value of underlying VCT assets; conventional discount (or 
premium) upon the market value of underlying assets, as per the literature on investment trusts in 
general; expected value of return reliefs; conventional market makers' spread; and spread attribu- 
table to the expected value of investment reliefs. 

Table 1 sets out the number of VCT share issues by fiscal year since 1995—96, split for 1997 — 
98 onwards between issues of VCT shares new to the market, and those which are further issues of 
pre-listed shares. An economically significant amount, over £3.3 billion, has been raised by the 
issue of VCTs new to listing and (typically smaller value) further issues; and the UK government 
provided £60 million in 2008—2009 (£80 million in 2007—2008) for example in respect of the 
loss of income tax in respect of venture capital trust relief (HM Treasury 20092). The government 
has stated that VCTs, along with certain other investment vehicles, ‘remain a vital component of 
the Government's strategy to support investment" and that the UK government 'is confident that 
they will continue to encourage substantial investment into small companies which is vital to our 
economic recovery’ (HM Treasury 2009b). 

The apparent importance of the tax benefits to shareholders is evidenced in that almost a 
quarter of VCT share issues occurred between the beginning of March and 5 April, late in the 
fiscal year, reducing uncertainty over individuals’ tax positions and marginal tax rates, and 
also minimising financing costs. Based on a survey of 496 УСТ investors, ‘the single most 
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Table 1. УСТ issues in fiscal years 1995—96 to 2008—2009. 








New issues Further issues Total 
Proceeds Proceeds Proceeds 

Fiscal year Number (£m) Number (£m) Number (£m) 
VCTs with five-year required 

holding period 

1995-96 Split not reported 10 138.6 

1996-97 Split not reported 4 30.2 

1997-98 4 33.6 10 7.3 14 40.9 

1998—99 7 83.2 66 75.3 73 158.6 

1999-2000 8 77.1 91 147.3 99 224.4 
VCTs with three-year required 

holding period 

2000-2001 17 193.4 112 189.5 129 382.9 

2001-2002 13 66.4 200 156.5 213 222.8 

2002-2003 2 7.5 179 181.6 181 189.0 

2003-2004 0 0.0 181 61.5 181 61.5 

2004—2005 21 80.6 244 295.6 265 376.2 

2005-2006 24 116.0 369 618.3 393 734.3 

2006-2007 И 90.7 155 299.8 166 390.5 

2007-2008 10 53.6 130 141.3 140 194.9 

2008—2009 8 40.7- ~ 162 139.3 ` 170 180.0 
Total 125 842.8 1899 2313.3 2038 3324.8 
Sources: 


Primary Market Fact Sheet, various months, London Stock Exchange (re: 1995—96 and 1996-97). 
New Issues and IPOs Summary, London Stock Exchange (re: 1997-98 onwards). 
Further Issues Summary, London Stock Exchange (re: 1997—98 onwards). 


attractive feature’ of the scheme is the income tax relief based on the initial subscription (41% of 
investors) followed by the CGT deferral (23% of investors); whereas the income tax exemption on 
dividends and the CGT exemption on disposal of shares in VCTs were described as ‘the single 
most attractive feature’ of VCTs by 4 and 18% of investors, respectively (PACEC 2003). 


3. Valuation of VCT investment relief 


We turn now to the formulation of a theoretical model for valuation of investment relief. Consider 
an individual investor, UK resident for taxation purposes, who subscribes amount J in a УСТ at 
time £9 during fiscal year FYp, on which amount he/she expects income tax relief at rate Tp. 

The value of investment relief is not certain to the investor until the end of the required 
holding period since, for example, the investor’s circumstances may change and he or she may 
become a distressed seller. Suppose that: 


(1) the risk-free rate is Грег time period; 

(2) personal taxation payable in respect of fiscal year FY; is due at time Р; (in the UK, per- 
sonal taxation is payable by 31 January following the fiscal year to which the tax relates); 

(3) the rate of interest upon tax ‘clawed back’ in respect of tax reliefs previously enjoyed but, 
retrospectively, no longer allowable is c per period (simple interest, as under tax legis- 
lation); and 

(4) the rate per period which represents the discount rate for risk appropriate to investment 
relief is r. 


6 К. Holland and R.H.G. Jackson 


The cash flow benefit of investment relief is, therefore, /Тс, to be enjoyed at те #5. The value 
of this investment relief to the investor in the period before he/she receives the cash flow benefit is 
the expected benefit appropriately discounted. In the period after receiving the cash flow benefit, 
but whilst still within the required holding period, the value is the potential liability for overdue 
tax (i.e. the cash outflow which will be suffered should the УСТ holding be sold).? Once beyond 
this holding period, the value disappears. 

The VCT subscriber, however, might divest the holding (or part thereof) before the end of the 
required holding period for a price which is below the original subscription price. In such a case 
the ‘clawback’ of investment relief is restricted to divestment proceeds at the income tax relief rate 
previously enjoyed, plus interest. So in the period between point of cash flow benefit and end of 
the required holding period, the valuation of investment relief is not based, necessarily, on the 
amount originally invested, /, but, rather, on the lesser of this and the bid price, Рыз, at the 
time of divestment; that is, on min(/, Рыа). 

More formally, the value of investment relief, which we denote VIR, is as follows over three 
periods (period from point of investment up to point of cash flow benefit; period between point of 
cash flow benefit and end of the required holding period; and period from end of the required 
holding period): 


Лу 
а барона for t « fj 
i Tol c(t—£)) 
VIR = 4 пили, Py) ау for f < t < to + NY T 
° for t > t + NY 


where (5 — а} represents the number of discounting/compounding periods from time point а to 
time point b (so, for example, {15 — £} represents the number of days from point ż to the point of 
enjoyment of the cash flow benefit of investment relief); Y represents the number of discounting/ 
compounding periods in a year; and N represents the length in years of the required holding 
period. Notice that in the period prior to ¢ no adjustment is made in respect of restricted claw- 
back, since there is a zero assumed clawback during this period (the investor is assumed not to 
have claimed/enjoyed the cash benefit of investment relief). This leads to the profile of invest- 
ment relief valuation over time as shown in Figure 1 (which, for simplicity of profile, assumes 
that the bid price is always in excess of or equal to the initial subscription price). In the figure, 
the height of the profile at time tọ (vertical axis intercept) represents the value of investment 
relief, according to the above model, at the point of investment in the VCT. 

The middle section of Model (1) may be rewritten to separate out the limitation in VZR attribu- 
table to Рыа falling below 7, decomposing VIR into (additive) parts VIRA (ful VIR) and VIRB as 
follows: 


VIR = VIRA + VIRB for f < £< to -- NY 
where 
To(1 + c(t — H) 2 


To(1 + e(t — t$) 


VIRB — (Pyia — 1) G+ „ја МР 


if Poia < Г; VIRB = 0 otherwise. 
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value of investment relief (£) 








to t'o ie NY 


Figure 1. Profile of valuation of investment relief over time. 


We now consider what the proceeds of the sale are likely to be in the context of the market 
maker's bid or offer prices. The ‘standard market maker's spread’ covers the market maker's 
transaction costs, adjustment for operational risk; normal profits, etc. The market maker must 
post bid and offer prices at which he/she is prepared to trade. Faced with a buy order, the 
market maker must obtain shares and cannot, in the normal course, rely upon finding a financially 
distressed seller willing to part with his VCT shares without being recompensed for the value of 
investment relief. Therefore, the offer (as relative to the bid) price will include not only standard 
market maker's spread, but also a valuation of investment relief. Conversely, the market maker’s 
bid price reflects the fact that he anticipates selling VCT shares onwards on the secondary market 
to an investor who will not be able to enjoy, and therefore does not value, investment relief. 

The valuation of the market maker’s bid—offer spread (which we can observe) follows from 
the above as 


VIR + standard market maker’s spread. (3) 


A further factor to impact upon the theoretical model might be the valuation of roll-over relief 
available to VCT subscribers. This may also be valued, along with investment relief, within the 
overall market maker's spread, and abstracting from this may mean that Model (3) underestimates 
market maker's bid—offer spread. Roll-over relief value is, however, highly investor specific and 
difficult to estimate. It is also likely to be at least an order of magnitude lower than the value of 
investment relief (being the discount rate in respect of payment deferral applied to a tax rate in 
turn applied to a principal sum). 


4. Data, hypotheses and methodology 
4.1 Data-set 


The determination of the data-set was influenced by the necessity for sufficient within-VCT- 
required-holding-period data points. For each VCT, such points commence approximately 10 
months after the end of the tax year in which the VCT is established. 

The entire population of VCT shares which had been listed up to and including January 2008 
was extracted from the Primary Market Fact Sheet published monthly by the London Stock 
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Exchange, double checked against TrustNet, Reuters and Datastream databases. This provided а 
sample of 137 УСТ shares." 

For every LSE-traded instrument for each VCT in the sample, all available daily data from 27 
August 1996 to 25 March 2008 (inclusive) for market maker’s closing ask price (which we denote 
PA), market maker’s closing bid price (PB), number of customer bargains and number of shares 
traded in customer bargains were obtained direct from the London Stock Exchange, through 
bespoke interrogation of LSE databases by LSE staff.’ 

Although VCTs have a number of unique characteristics, there are some financial instruments 
which invest in similar areas and are listed. Two comparator samples of listed investment trust 
stocks were selected by searching the TrustNet database: searching for ‘UK Venture /Develop- 
ment Capital’ investment trusts yielded 15 trusts; and searching for ‘UK Equity Growth’ invest- 
ment trusts yielded 27 trusts. All available daily data items as above were collected for these 
comparator samples. 

For each sample VCT, its listing date was established from the LSE Primary Market Fact 
Sheets and the date of the end of the required holding period deduced. Where multiple allocations 
of a single VCT share class were made, the date of the first listing was taken as the subscription 
date in order to maintain an assumption that market makers are rational and would not wish to 
under-value the spread; and where a single VCT had multiple LSE-listed shares, the first sub- 
scribed was retained in the VCT sample. Where a single comparator had multiple LSE-listed 
shares, that share with the longest time series of observations available was retained in the com- 
parator sample. 

For each sample VCT and comparator, the price spread was calculated for each day upon 
which bid and ask price data was collected: 


SPREAD, = PA, == PB,. (4) 


The samples were then trimmed of observations where either P4 or PB was zero, or where 
SPREAD was negative (i.e. observations with no economic rationale). Further, the comparator 
samples were trimmed of observations where PB was less than one pence.'^ The final УСТ 
sample comprised 108 VCT shares, with an aggregate of 148,628 daily observations for 
SPREAD, the venture/development capital comparator sample comprised 15 shares with an 
aggregate of 26,442 daily observations for SPREAD; and the equity growth comparator sample 
comprised 27 shares with an aggregate of 44,489 daily observations for SPREAD.” 


4.2 Hypotheses 


The special taxation treatments associated with VCTs, and the 6 April 2000 non-retrospective 
reduction in required holding period from five years, provide a context in which we may formu- 
late and test hypotheses concerning the impact of tax considerations on valuation and market be- 
haviour. The null hypothesis in each case is one of no such impact. 

Given valuation of investment relief by initial subscribers, we hypothesise as follows: 


Hypothesis A: The bid—ask spread of VCTs within the required holding period is higher than that for 
conventional investment trusts. 


Since investment relief is forfeited if a subscriber sells their VCT holding within the required 
holding period, and trades in this period are, therefore, likely to be infrequent: 


Hypothesis B: Тће volume of VCT shares traded within the required holding period is lower than that 
for conventional investment trusts. 
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Since investment relief is certain for the subscriber as from the end of the required holding period: 


Hypothesis С: The bid—ask spread of VCTs falls immediately at the end of the required holding 
period, and remains at lower levels thereafter. 


Also since investment relief is certain as from the end of the required holding period, that is, is not 
forfeited if a subscriber sells their VCT holding, trades are likely to be more frequent after the end 
of the required holding period than they are within the required holding period: 


Hypothesis D: The volume of VCT shares traded after the end of the required holding period is higher 
than during the required holding period. 


From our modelling in the previous section, and focusing upon the magnitude (rather than merely 
the existence) of a pricing effect: 


Hypothesis Е: The bid—ask spread of VCTs includes a valuation of investment relief which is charac- 
terised by the theoretical modelling in the previous section. 


At the date of subscribing in a VCT the present value of the conditional investment relief will be 
higher the shorter the required holding period, because of the discounting process; and given a 
shorter required holding period, ceteris paribus, the valuation of investment relief during the 
early life of a VCT will be higher: 


Hypothesis F: The bid—ask spread over the first three years of the required holding period of VCTs 
subscribed prior to the reduction in required holding period (from five to three years) is less than the 
bid—ask spread over the required holding period of VCTs subscribed after the reduction. 


4.3 Methodology 


We commence by observation of the evolution of the mean SPREAD variable for VCTs in relation 
to the period to/since the end of the required holding period; and test for a structural break at the 
end of the required holding period as suggested by our hypotheses С and Е. 

Next, we consider in more detail descriptive statistics upon spread and volume data for our 
samples, segmented in various ways, and undertake comparison of means between various sub- 
samples. This includes descriptive statistics and comparable estimates for our comparator 
samples: although we may not assume that the comparators provide a perfect control, they are 
sufficient for the limited objective of comparing the general size of spreads and the amount of 
trading activity. 

We then undertake regression analysis aiming to model SPREAD, subsuming valuation of 
investment relief per our theoretical model. The objective of this analysis is to examine 
whether or not VCT spread evolves over the course of the required holding period in the 
manner anticipated and also whether or not the spread for VCTs is influenced by other factors 
in a manner similar to that for other stocks/investment vehicles. This section now continues 
with discussion of development of our sample for regression purposes and of development of 
a reasonable, estimable regression model. 

The value of investment relief variable VIR was computed by reference to the model devel- 
oped in the previous section. This describes the theoretical valuation of the investment relief, 
including adjustments for the rate of interest applied on overdue (clawed back) tax. 

We must account also for other factors which may further affect the bid—ask spread. Stoll 
(1989) decomposes the spread on stocks into three factors: those related to adverse information, 
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to the costs of holding inventory and to costs of processing orders. This is corroborated by Glosten 
(1987), who decomposes the spread into portions attributable to information asymmetry and 
‘other’ elements (encompassing the factors of Stoll). Our estimates more closely follow the 
approach of Atkins and Dy! (1997), who do not include an adverse information effect in their esti- 
mates of the spread. The existence of and ability to exploit informational advantages in УСТУ is 
theorised to be relatively small. The directors of the VCT may be in a position to exploit informa- 
tional advantages being better aware of the holdings of the VCT. Directors’ stockholdings as dis- 
closed in various VCT annual reports are, however, typically very small and change only very 
rarely. We therefore include only factors related to inventory and processing costs in the empirical 
model. 
Atkins and Оу! (1997) model spread as 


SPREAD, = а + BLMVAL, + B, VRET, + £; (5) 


where MVAL represents market value, VRET represents the variance of returns and e is a stochas- 
tic error term. Atkins and Dyl, modelling SPREAD as the first stage in a two-stage estimation of 
holding period, and facing issues of simultaneity, also include a lagged SPREAD as an instrumen- 
tal variable. It is inappropriate, however, to include lagged SPREAD in our formulation: we 
proceed below to add VIR as an independent variable, whose generating process has a significant 
autoregressive element; the inclusion of lagged SPREAD would, therefore, conflate with VIR, and 
bias the estimated coefficients. Further, Atkins and Dyl estimated their model in a cross-sectional 
and time series context, whereas we employ our final model to individual VCT time series. 

The greater the market value of the firm, the greater the assumed depth of the market and, 
consequently, the lower the inventory costs (e.g. Amihud and Mendelson 1988). Consequently, 
the expected sign on the coefficient B, is negative. The higher the variance of returns the 
higher the risk associated with holding the stock and the greater the inventory costs. Therefore, 
the expected sign on coefficient [> is positive. 

This model needs adaptation for our purposes because few VCTS are particularly large and the 
depth of the market is expected to change more with the performance of the VCT since inception 
than with the market value of the firm. The increased flows into high performing managed funds 
are well documented in the literature (see, e.g. Sirri and Tufano 1998). Therefore, price is taken as 
a proxy for willingness to buy and hence the depth of the market. The variance of the stock over 
the previous 30 days is included as a measure of inventory costs, after Atkins and Dyl. Where 
available in our data-set, other measures of market depth are included in the form of the 
number and volume of customer bargains in the previous 30 days. This gives estimable 
models as follows: 


SPREAD, =a+ В, ИК, + ВРВ, + Вз УВ, + B4BAR, + Bs VOL, + 5; (6) 


where VIR represents the valuation effect of investment relief based upon our theoretical model; 
PB bid price; VB variance of the bid price over the previous 30 days (i.e. t — 30 tot — 1); BAR 
the number of customer bargains over the previous 30 days; and VOL the number of shares traded 
in customer bargains over the previous 30 days. 

VIR is calculated from Expression (1) with the following assumptions and substitutions: 1; in 
respect of any fiscal year FY; is 31 January in the fiscal year immediately following (this being the 
due date for personal taxation in the UK, and the rational payment date for taxpayers in a net 
payment position); 7; is 20 or 40%, according to fiscal year, as рег УСТ taxation regulation; 
с over relevant periods is as obtained from HM Revenue and Customs; and discount rate 
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r = 4% p.a. In order to assess sensitivity of results to the value adopted for r, our estimations 
are repeated using r = 2, 8 and 16% in the calculation of VIR. 

In this model, the expected sign of the VIR coefficient is positive, and that of the PB coefficient 
is negative. There is no firm sign expectation concerning the coefficient of VB: although increas- 
ing levels of variability are generally associated with increased inventory costs and, therefore, 
higher spreads, they might indicate a more active market and a resulting decrease in required 
spread. Neither are there firm expectations concerning the coefficients of BAR and VOL: increases 
in these variables are normally associated with increasing depth of market and, thus, decreasing 
spread, but, in the particular context of this paper, the occurrence of trades might stimulate market 
makers to increase spread. 

We allow for a difference response to ‘full’ VIR and its reduction attributable to bid price 
falling below initial subscription price by replacing the VIR variable of Expression (6) with its 
VIRA and VIRB components, yielding a second estimable model as follows: 


SPREAD, = a+ В, ИВА, + В» VIRB, + BPB; + В, УВ, + B;BAR, + Ps VOL, + €t (7) 


where VIRA and VIRB are calculated from Expression (2), with assumptions, substitutions and 
estimated coefficient sign expectations as above (the expected sign of both the VIRA and VIRB 
coefficients is positive). 

As discussed above, the VCT secondary market is relatively illiquid and this is reflected in a 
low level of variation in the spread of a number of VCTs. In order to have sufficient variation in 
the dependent variable, our regression analysis excludes VCTs with less than 30 changes in the 
spread, reducing our sample to 17 ‘active’ УСТ shares. 

Before estimation of the regressions, we must be satisfied as to the time series properties ofthe 
variables. Many financial time series follow a random walk (or test as such) and this may be true 
of our variables. To evaluate the possibility that the variables are nonstationary, Augmented 
Dickey—Fuller (ADF) tests were conducted for all the dependent and independent variable 
time series of the 17 active VCTs.'° The results of ADF testing may be varied by, for 
example, variation in the number of lags employed; but the overall picture which emerged 
from our testing was one of widespread inability to reject the ADF null of nonstationarity (at 
5% significance or better) in the VIRA, VIRB and PB series; and rejection of the null of nonsta- 
tionarity for all but one of the VB and VOL time series and the majority of SPREAD time series. 
Had the tested order of integration been consistently КГ) or higher for all the dependent and inde- 
pendent variables, the common and straightforward solution would have been to estimate our 
models in first differences; since we are principally interested in the behaviour of the spread 
over the required holding period so a short-run model is feasible. In the present case, where 
we have stationarity in the dependent variable, but some independent variables stationary and 
others nonstationary, we must employ an equally straightforward but less often used model 
variation: taking first differences of the nonstationary variables, whilst retaining the stationary 
variable in levels: 


SPREAD, =a+ В, ДИ, + ЊАРВ, + В» VB, + ВАВАК, + В; VOL, + 5; (8) 


SPREAD, = a + B AVIRA, + B,AVIRB, + B,APB, + В ИВ, + BsBAR, + B,VOL, + в. (9) 


These variations in model specification do impact on interpretation of the magnitude of the 
estimated coefficients, but, crucially, not their expected sign. 
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Finally, we present and discuss plots of SPREAD and VIR variables for each of the 17 ‘active’ 


VCTs. 


5. Results 


5.1 Observation and testing for a structural break 


Figure 2(a) shows a plot of mean VCT spread against number of days to/since the end of the 
required holding period (‘relative day"); and Figure 2(b) shows mean УСТ spread expressed as 


Mean value of SPREAD (pence) 
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Day relative to end of required holding period 


Figure 2(a). Mean value of SPREAD against day to/since end of RHP. 
Note: Chow test for structural break at end of RHP: F(2,3507) = 1630.9 (significant at better than 1%). 


Mean value of SPREAD proportion 


0.05 


0.50 
0.45 
0.40 
0.35 
0.30 
0.25 
0.20 
0.15 
0.10 





0.00 
—2000 -1500 -1000 -500 0 500 1000 1500 2000 
Day relative to end of required holdingperiod 


Figure 2(b). Mean value of SPREAD as proportion of bid against day to/since end of RHP. 
Note: Chow test for structural break at end of RHP: F(2,3507) = 2136.7 (significant at better than 1%). | 
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a proportion of bid price, again by relative day. Points are only plotted where data on 10 or more 
of our VCT sample are available to contribute to the mean for the relative day, in order that a small 
number of VCTs (or VCT market makers) may not dominate the profile. This leaves 3511 plot 
points in each figure, spanning the period from five years prior to the end of the required 
holding period, to a little over five years after. 

In both Figures 2(a) and (b), there is a relatively wide scatter of points in the period up to the 
end of the required holding period, which tightens considerably after the end of the required 
holding period. Average VCT spread, with spread being measured in either absolute terms or 
as a proportion of bid price, appears to be higher prior to the end of the required holding 
period than after that point, albeit there is no discrete step at the end of the required holding 
period. Chow tests confirm a structural break in both sets of data at the end of the required 
holding period (in both cases at higher than the 1% level of significance).!” 


5.2 Descriptive statistics and comparisons 


Panel A of Table 2 gives summary statistics upon the mean value of the SPREAD variable for our 
УСТ and comparator samples.'* The statistics are segmented between ‘all periods’, then ‘prior to 
end of required holding period’ and ‘after end of required holding period’ (the last two being per- 
tinent only to the VCT sample). Panels B and C of Table 2 follow with descriptive statistics upon 
the mean value of SPREAD as a percentage of bid price, and mean number of customer bargains 
per day. Table 3 shows the results of pertinent comparison-of-mean tests. 

The mean absolute spread for all VCTs within a five-year required holding period is 21.377 
pence, with daily spread ranging between 1 and 550 pence; and for VCTs within a three-year 
required holding period the mean absolute spread is 17.719 pence, with spread ranging from 1 
to 100 pence. By contrast, and in line with expectations under hypotheses A and E, the ОК 
venture/development investment trust sector has a smaller mean spread of 10.888 pence over 
the same period. For UK growth investment trusts, the mean spread is smaller still, as is the stan- 
dard deviation and range. Since there are rather more growth than venture/development invest- 
ment trusts within our sample, combining the comparator samples results in statistics more closely 
resembling growth investment trusts. In terms of mean spread as a proportion of bid price, the 
difference between the two comparator samples is very small as compared to the difference 
between either one of them and the VCT sample; and the sense and significance of the results 
shown later in Table 3 (in respect of both spread and trading volume) are unaffected by taking 
comparisons of VCTs with either comparator sample alone instead of with the combined 
comparators. 

We expect the spread on VCTs to be larger during the required holding period (as compared to 
beyond it), in line with hypotheses C and E, and this confirmed by the lower half of Table 2, Panel 
A where the mean spreads post required holding period for VCTs with five-year and three-year 
required holding periods are, respectively, 8.129 and 9.608 pence; compared with 21.337 and 
17.719 pence, respectively, during the required holding period. 

The price of our trusts are not constant over the sample period and this might naturally raise 
the concern that an interpretation of any differences in the absolute spreads will be misleading 
where markét makers set spreads with regard, to some extent or other, of percentage of instrument 
value. Therefore, descriptive statistics upon spreads as a proportion of bid price are calculated and 
presented in Panel B of Table 2. Very similar conclusions may be drawn from this panel as are 
drawn from Panel A: we note that the spreads for VCTs are considerably larger than those for 
our comparator samples (consistent with hypotheses A and E); and that the spread for VCTs 
falls when the end of their required holding period is reached (consistent with hypotheses C 
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Table 2. Descriptive statistics. 





Panel A: SPREAD in pence 

All periods 
VCTs with a five-year required holding period 
VCTs with a three-year required holding period 
All VCTs 
Comparator sample: ОК venture/development 
Comparator sample: UK growth 
All comparators 

Prior to end of required holding period 
VCTS with a five-year required holding period 
VCTs with a three-year required holding period 
АП VCTs — 

After end of required holding period 
VCTs with a five-year required holding period 
VCTs with a three-year required holding period 
All VCTs 


Panel B: SPREAD as a proportion of bid price 

All periods 
VCTs with a five-year required holding period 
VCTs with a three-year required holding period 
All VCTs | 
Comparator sample: UK venture/development 
Comparator sample: UK growth 
All comparators 

Prior to end of required holding period 
VCTs with a five-year required holding period 
VCTs with a three-year required holding period 
All VCTs 

After end of required holding period 
VCTs with a five-year required holding period 
VCTs with a three-year required holding period 
All VCTs 


Panel C: Customer bargains per day 

All periods 
VCTs with a five-year required holding period 
VCTs with a three-year required holding period 
All VCTs : 
Comparator sample: UK venture/development 
Comparator sample: UK. growth 
All comparators 

Prior to end of required holding period 
VCTs with a five-year required holding period 
VCTS with a three-year required holding period 
All VCTs 

After end of required holding period 
VCTs with a five-year required holding period 
VCTs with a three-year required holding period 
All VCTs 


Mean 


15.409 
14.773 
15.106 
10.888 
6.976 
8.356 


21.377 
17.719 
19.500 


8.129 
9.608 
8.755 


0.240 
0.235 
0.238 
0.056 
0.042 
0.047 


0.302 
0.264 
0.283 


0.165 
0.184 
0.173 


0.218 
0.145 
0.183 
2.888 
6.477 
5.200 


0.110 
0.030 
0.067 


0.340 
0.349 
0.343 


SD 


22.367 
10.653 
17.781 
15.817 
12.260 
13.749 


28.270 
11.089 
21.345 


6.257 
7.415 
6.810 


0.344 
0.316 
0.331 
0.101 
0.132 
0.122 


0.435 
0.361 
0.399 


0.149 
0.206 
0.176 


0.821 
0.584 
0.716 
4.276 
9.378 
8.131 


0.807 
0.207 
0.573 


0.820 
0.894 
0.852 


0.25 
0.25 
0.25 
0.50 
0.25 
0.25 


1.00 
1.00 
1.00 


0.25 
0.25 
0.25 


0.0067 
0.0030 
0.0030 
0.0004 
0.0006 
0.0004 


0.0106 
0.0101 
0.0101 


0.0067 
0.0030 
0.0030 


coo oooooo 


ooo 


550.00 
100.00 
$50.00 
100.00 

90.00 
100.00 


550.00 
100.00 
550.00 


50.00 
40.00 
50.00 


9.00 
6.00 
9.00 
1.19 
6.00 
6.00 


9.00 
6.00 


9.00' 


2.50 
1.20 
2.50 


74 
40 
74 
79 

206 

206 


74 
6 
74 


31 
40 
40 


77,849 
70,779 
148,628 
26,442 
48,489 
74,931 


42,781 
45,069 
87,850 


35,068 
25,710 
60,778 


71,849 
70,779 
148,628 
26,442 
48,489 
74,931 


42,781 
45,069 
87,850 


35,068 
25,710 
60,778 


74,345 
70,779 
145,124 
24,517 
44,388 
68,905 


39,277 
45,069 
84,346 


35,068 
25,710 


' 60,778 


and Е). Our theoretical model also suggests that the VCTs with a three-year required holding 
period are, ceteris paribus, likely to have a higher spread than that in the earlier years of the 
required holding period of those VCTs with a five-year required holding period. This, hypothesis 
F, is supported by a mean proportion spread for VCTs in the first three years of a five-year required 
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Table 3. Comparison of means. 


Difference Hypothesised Associated 





in mean sign hypotheses tstatistic Sig. 
Panel A: Mean value of SPREAD in pence 
VCTs with five-year RHP: within RHP vs. 13.247 +ve СЕ 94.15 * 
beyond RHP 
VCTs with three-year RHP: within RHP vs. 8.111 +ve СЕ 116.26 * 
beyond RHP 
Panel B: Mean value of SPREAD as a proportion 
of bid price 
VCTs with five-year RHP: within RHP vs. 0.137 +ve СЕ 61.16 * 
beyond RHP 
VCTs with three-year RHP: within RHP vs. 0.080 +ve CE 37.59 * 
beyond RHP 
VCTs within RHP: with five-year КНР vs. with —0.010 —ve F —3.52 * 
three-year RHP 
VCTS within five-year RHP vs. comparators 0.255 +ve A, С, Е 118.59 * 
VCTs within three-year RHP vs. comparators 0.217 +ve A, С, Е 123.62 * 
All VCTs within RHP vs. comparators 0.235 +ve A, С, Е 166.09 * 
VCTs beyond five-year RHP vs. comparators 0.117 n/a n/a 129.08 * 
VCTs beyond three-year RHP vs. comparators 0.137 n/a n/a 100.51 * 
All VCTs beyond RHP vs. comparators - 0.126 n/a n/a 149.57 * 
Panel C: Mean number of customer bargains per 
day 
УСТ with five-year RHP: beyond RHP vs. 0.230 +ve D 3837 * 
within RHP 
VCTS with three-year RHP: beyond RHP vs. 0.319 +ve D 56.39 * 
within RHP 
VCTs within five-year RHP vs. comparators —5.090 —уе В —162.91 * 
VCTs within three-year RHP vs. comparators —5.170 —ve B —166.83 * 
All VCTs within RHP vs. comparators —5.133 —уе В —165.37 * 
VCTs beyond five-year RHP vs. comparators —4.860 n/a n/a — 155.35 * 
VCTs beyond three-year RHP vs. comparators —4.851 n/a n/a —154.14 * 
All VCTs beyond RHP vs. comparators —4.856 п/а п/а —155.81 * 


*Considering observations in the first three years of the RHP (required holding period), for consistency with VCTs with a 
three-year RHP. 

The difference in mean of ‘x versus y’ is calculated as x — y. 

*Indicates significance at the 1% level or better. 


holding period being 0.01 lower than that for VCTs with a three-year required holding period 
(significant at better than 1%; Table 3, Panel B, line 3). 

A further topic of interest is whether the volume of trading is relatively small for VCTs within 
their holding period as compared with after and in comparison to more conventional instruments. 
Customer bargains per day are chosen as the basis for analysis since we are interested in the influ- 
ence of tax effects on individuals’ decisions (and including market maker bargains would not 
provide a basis on which to compare the effects of changing tax liability on private shareholders). 
Table 2, Panel C is in line with expectations and hypotheses B and D: VCTs are very thinly traded 
during their required holding period, in comparison to VCTs beyond their required holding period 
and, most markedly, in comparison to our comparator investment trusts. Albeit the data upon 
comparator samples in this respect is not fully controlled (e.g. number of units in issue or 
value), the results are, we submit, stark and compelling. . 
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Table 3 presents the results of formal tests of the difference between the means as discussed 
above. All differences, supporting hypotheses А-Е inclusive, are significant at the 1% level. 
A commentary upon some of the key comparisons follows. 

. The first and second rows of Table 3, Panel A present tests of whether the spread for VCTs 
falls when their five-year or three-year required holding period ends. The differences of 13.247 
and 8.111 pence are both of the expected sign and statistically significant at a 1% level. Following 
the discussion of the statistics in Table 2, comparison of VCTs and our other sampled trusts is 
more appropriate if undertaken for proportion as opposed to absolute spreads. Table 3, Panel B 
therefore presents a comparison of the mean proportion spreads. We see in the first and second 
rows of Table 3, Panel B that proportion spread for VCTs falls when their five-year or three- 
year required holding period ends (in confirmation of the findings from Panel A, again significant 
at the 1% level in each case). In the third row of Panel B, we see that the VCTs within a three-year 
required holding period have a significantly higher mean proportion spread than those with a five- 
year required holding period. 

Since the proportion spreads on our two comparator samples are only marginally different (see 
Table 2, Panel B), we select the combined comparator sample as a basis for comparison with VCT 

percentage spreads in Table 3, Panel В. In each comparison, the percentage spread оп VCTs is 
significantly greater than that of the comparators. This finding in isolation may indicate merely 
that the spread on VCTs is greater than that on more conventional investment trusts because 
the market is thinner, irrespective of whether the required holding period has ended (and, there- 
fore, market makers require a greater spread to cover higher inventory costs). This possibility is 
controlled for in our regression analysis and addressed directly in hypotheses C and F. 

Panel C of Table 3 provides results of comparisons of the number of VCT customer bargains 
per day before vs. after the end of their required holding periods; and between VCTs and com- 
parators. Although the mean number of УСТ customer bargains is relatively small both before 
and after the end of their required holding periods, the number per day after the end of the required 
holding periods is about 3—10 (depending on the УСТ subsample chosen) times the number 
observed before the end of the required holding periods (difference statistically significant at 
the 1% level). Trading in VCTs is markedly thinner than in the comparator samples, significant 
at the 1% level, albeit this result is subject to foregoing caveats. 


5.3 Regression estimations 


An earlier section discusses model development. The empirical Models (8) and (9) were estimated 
for the period from supposed cash benefit of investment relief until the end of the required holding 
period for each of the ‘active’ VCTs in our sample by the method ordinary least squares. The rel- 
evant period is, for £o < t < to + NY, the ‘middle section’ of Model (1). The estimation results 
are summarised in Tables 4 and 5. In each estimated model, the coefficients of the regression are 
jointly significant per the F-statistic. 

As regards the independent variables in the models designed to control for standard bid—ask 
spread, the estimated coefficient of APB is negative in 24 of 34 cases (significant at generally 
acceptable levels of significance in 14 of these cases); and the estimated coefficient of VB is 
also positive in 24 of 34 cases (significant in 20 of these cases). These results are consistent 
with, respectively, the ‘depth of market’ and ‘increased inventory costs’ hypotheses set out in 
Section 4.3 above. 

In respect of our focal variables, however, the results are mixed. The estimated coefficient of 
AVIR (Model (8)) is positive in 8 of 17 cases (and significant in only 2 of these cases) and negative 
in 8 cases (significant in 2). Slightly stronger results to support hypothesis E come from esti- 
mation of Model (9), where the estimated coefficient of AVIRA is positive in 14 of 17 cases 
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(significant in 3 cases) and negative in only 3 cases (none significant); and the estimated coeffi- 
cient of AVIRB is positive in 8 of 17 cases (significant in only 1) and negative in 9 cases (signifi- 
cant in 2).? 

А common feature of all the estimated models, however, is very low Durbin— Watson statistic 
— supporting rejection of the null hypothesis of no first-order serial correlation in the error terms 
of the estimated models in favour of positive first-order serial correlation. Given the nature of the 
dependant variable series as discussed in Section 5.4 this is unsurprising — indeed, supports the 
*stickiness' finding from inspection of the SPREAD data (below). A consequence of this serial 
correlation in errors, however, is that the standard errors in the estimated models are likely to 
be suppressed, which would increase the / statistics and mean, in turn, that any significance 
claimed is generous. It is essential, therefore, to re-estimate the models using a procedure 
designed to control for any autocorrelation in the errors. The Hildreth—Lu procedure is appropri- 
ate for this task.?? The results from re-estimation under Hildreth—Lu are presented in Tables 6 and 
7. The Hildreth —Lu procedure allows for an autoregressive structure in the regression errors. As 
expected, the regressions estimated under Hildreth —Lu show significantly increased R? statistics, 
Durbin- Watson statistics more closely grouped around 2, and estimated error autoregressive 
adjustment parameters (column ‘Rho’ in the tables) is positive and significant in all cases. 

Results in respect of our focal variables remain mixed: the estimated coefficient of AVIR 
(Model (8), estimated using Hildreth—Lu) is positive in 5 of 17 cases (significant in 3 of these 
cases) and negative in 12 cases (significant in 9)..Similar results come from estimation Model 
(9) using Hildreth-Lu, where the estimated coefficient of AVIRA is positive in 6 of 17 cases 
(although not significant in any case); and the estimated coefficient of AVIRB is positive in 6 of 
17 cases (significant in 3 cases). Regarding the estimated coefficients of APB and VB, conclusions 
concerning the ‘depth of market’ and ‘increased inventory costs’ hypotheses are maintained. 

In order to assess sensitivity of results to the value adopted for r in our calculations of VIR 
from Expression (1), our estimations are repeated with VIR calculated using, in turn, r — 2, 8 
and 16% (the foregoing being based on VIR calculated with г = 4% p.a.). Results are essentially 
as reported above.”! 

The mixed findings from regression analyses warrant further investigation. The next section 
presents and discusses plots of the data for these cases. 


5.4 Inspection and discussion of plots of SPREAD and VIR 


Figures 3(a)—(c) show three archetype plots of SPREAD and VIR, chosen to represent the plots of 
all 17 ‘active’ УСТ shares. The figures plot data from the point of investment relief cash flow 
benefit to the end of the required holding period (i.e. as used in the regression analysis). Eight 
of our 17 active VCTs give plots of the type in Figure 3(a); 3 of them give plots of the type in 
Figure 3(b); and 6 of them of the type in Figure 3(c). The plots for all 17 VCTs are not reproduced 
in the interests of economy, but are available from the authors. Across the figures for all 17 active 
УСТЬ, it is apparent that there is a certain ‘stickiness’ of variable SPREAD — to be a whole 
number of pence, commonly at either 5 or 10 p, and often maintained at the same value for 
some considerable number of days. This explains readily the strong positive serial correlation 
seen in the errors of the regressions estimated by basic OLS (and evidenced in the low 
Durbin— Watson statistics): the dependent variable commonly stays constant for some period, 

during which the regression estimate of that variable rarely crosses the true value. 

Another feature of the figures is that SPREAD, although very high by conventional stan- 
dards,” is commonly lower than the value of VIR predicted by our theoretical model, as for 
the plots of eight VCTs of the type shown in Figure 3(a). In the plots for the three VCTs of 
the type shown in Figure 3(b), we see SPREAD lower than VIR for the most part of the required 
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Figure 3. Plot of SPREAD and VIR for three of 17 ‘active’ VCTs (pence). Data from investment relief cash 
flow benefit date to end of required holding period (key: SPREAD plots in plain; VIR plots in bold). 


holding period, but jumping up to more closely track VIR towards the end of the required holding : 
period. For the six VCTs whose plots are typified by Figure 3(c), we see SPREAD tracking VIR 
more closely throughout the required holding period, with SPREAD above VIR for some 
considerable periods. This last group is perhaps suggestive that some moving average in 
SPREAD follows VIR; but any such moving average could not be applicable to the other 
groups. What is clear is that there are a variety of behaviours of SPREAD in relation to VIR; 
but that SPREAD is ever maintained at well above conventional levels. 


Accounting and Business Research 23 


18,000 
16,000 
14,000 
12,000 
10,000 
8000 
6000 
4000 


~50 to -40 
-40 to -30 
-30 to -20 


-20 to -10 
-19100 
Oto10 
10to20 
20to30 
30to40 
40to 100 
100to 600 


Figure 4. Histogram of deviation of SPREAD from VIR (pence). 


It is also apparent that 10 p was a de facto upper limit on SPREAD over substantial periods for 
a number ofthe VCTs. Representing some 8—20% of the market value of shares commonly priced 
in the 50—120 p range, perhaps market makers simply could not conceive of the need for 
SPREAD above 10 p. Indeed, our argument for the inclusion of VIR within SPREAD (Section 
2) led, inter alia, to a hypothesis of low trading volume for VCT shares within the required 
holding period (hypothesis B). This hypothesis is supported by our findings (Section 5.2). The 
setting of SPREAD at an abnormally high level (as also confirmed by our findings in Section 
5.2), perhaps not incorporating the level of VIR exactly but informed by it, would effectively 
shut down the trading of VCT shares, forestalling any trades other than those made in extremis 
(by, for example, distressed sellers) — and protecting VCT market makers from the value loss 
which would be likely if SPREAD were set at more conventional levels. 

Drawing back from our sample of 17 active VCTs, and returning to our full sample of 108 
УСТ$ (with an aggregate of 57,242 daily observations within the required holding period), 
Figure 4 presents a histogram of deviations of SPREAD from VIR. The deviation of SPREAD 
from VIR is seen to cluster around zero; and approximately half of the observations of 
SPREAD are within 10 p of VIR. There is a substantial tail to the right, in which some extraordi- 
narily high values of SPREAD are seen — which, we submit, can only be the result of over- 
entbusiastic action to shut down trading by market makers. 

Overall in Sections 5.3 and 5.4, we find that SPREAD, way above conventional levels, is 
informed by VIR; and that VCT spread responds to factors such as price and volatility in a 
similar fashion to other instruments. These findings complement those set out in Sections 5.1 
and 5.2 to confirm that tax effects are priced into the spread and that price and trading behaviour 
in the VCT market conforms substantially to theory and associated expectations. 


6. Conclusion 


This paper documents theoretical and empirical evidence of a lock-in effect arising from the con- 
ditional nature of tax incentives provided to increase demand for venture capital trust IPOs. In 
particular, УСТ bid—ask spreads evolve over time in a way that is consistent with investment 
relief being valued in the share price by the shareholder during the required holding period, 
аћег the end of which the spread falls significantly; and/or with market makers setting spread 
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to effectively shut down trading in VCT shares within the required holding period. Evidence of 
tax effects exists where the spread is greater for VCTs than it is for comparators in respect of 
which conditional tax incentives do not exist; and where spreads are greater for VCTs with a 
three-year as opposed to a five-year required holding period. In essence, the non-transferability 
of investment relief from initial subscribers to secondary purchasers results in a significant 
divergence of these respective parties’ valuations. Consistent with the influence of the required 
holding period on investor behaviour, the number of customer bargains is minimal during this 
period and increases significantly thereafter. Although there are potential non-tax explanations, 
there is evidence that УСТ trading volume is less than that for comparable non-VCT investment 
vehicles. Circumstantial evidence in the form of buy-backs is also consistent with the presence of 
a lock-in effect. 

This study is novel in that the magnitude of the lock-in effect can be calculated with certainty 
without requiring access to confidential shareholder information. In addition, a further methodo- 
logical opportunity is provided by an unexpected change in related taxation legislation (as regards 
length of required holding period). 

Our results lead to a questioning of the benefit of requiring VCTs to be listed companies. This 
is reinforced by the relatively low importance attached to exit strategy concerns by VCT share- 
holders at the time of subscribing. A listing may bring benefits such as increased monitoring, 
suggesting reduced agency costs between managers and shareholders; but, conversely, agency 
costs may be increased because it is so expensive for shareholders, in the event of displeasure 
with directors" actions, to dispose of their VCT holding within the required holding period. An 
interesting question is whether the purported benefits of a full market listing exceed the direct 
and indirect costs associated with obtaining and maintaining that listing. 
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Notes 


1. In order to comply with European Commission regulation of state aid this requirement was relaxed to 
require listing on any ‘European Union Regulated Market’ (HM Treasury 2009a). The necessary legis- 
lation would be included in the Finance Act 2010. 

2. In general, financial institutions and non-UK income tax payers dominate the ownership of UK quoted 
companies, As at 31 December 2001 UK tax-exempt pension funds held 16% of the market value of 
the London Stock Exchange and UK insurance companies whose business also includes tax-exempt 
pension funds held a further 20%. The largest shareholding group was non-UK institutions and indi- 
viduals, which held 36% (ONS 2002). At 31 December 2006 a similar position held, the respective 
percentages were 13, 15 and 40% (ONS 2007). 

3. After allowing a three-year period in which to identify and appraise potential investments, at least 70% 
of the VCT’s investments must comprise new issues in unquoted trading companies. Of this 70%, at 
least 30% must be in the form of equity, and the balance may be preference or debt capital. 

4. In an attempt to ensure a diversified portfolio, no single holding may exceed 15% of the VCT's 
investments. 


10. 


17. 


18. 


19. 
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In order to target investment at small, unquoted funds, there is an upper limit on the size of companies 
in which VCTs may invest. Immediately prior to investment by the VCT, the gross assets of the invest- 
ment target company must not exceed £15 million; and immediately after, they may not exceed £16 
million (prior to 6 April 1998 the corresponding figures were £10 million and £11 million). 
Discussions with VCT managers indicate, however, that VCT investors rarely consider exit strategy 
options at the time of initial subscription. This view is consistent with the findings reported in 
PACEC (2003). 

Liquidity could also be provided under general powers available to all limited companies (S.163, Com- 
panies Act 1985) to make market purchases or buy-backs of their own shares. All of the 17 VCTs 
focused upon in Section 5.3 and Tables 4 and 5 (see subsequent discussion) have adopted such 
powers. The terms of the permitted buy-backs, based on a review of the buy-back terms of 10 of 
the 18 VCTs, indicates that the maximum price permitted is based on 105% of mid-market price (6 
VCTS) or the lower of 105% of the mid-market price and net asset value (4 VCTs). Clearly, under 
both mechanisms of price determination, the conditional form of the investment relief will still 
create a lock-in effect, although taking a mid-market price reduces its magnitude. 

In his budget speech, the Chancellor of the Exchequer announced on 17 March 2004 a series of 
changes to the nature of the tax incentives. For shares issued on or after 6 April 2004 the rate of 
income tax relief for investments was to be increased from 20 to 40%; CGT deferral relief was no 
longer available for gains re-invested in VCT; and the annual taxpayer VCT investment limits was 
raised from £100,000 to £200,000. These changes recognised the primacy of income-tax-related 
reliefs over gain deferral or roll-over relief. 

Subject originally to an upper investment limit of £100,000 per fiscal year per individual, later raised 
(see previous note). 

We assume rationality in the repayment of overdue tax, that is, given the usual level of clawback inter- 
est rate in comparison to expected risk-adjusted asset returns, that overdue tax will be paid immediately 
a liability is recognised. 

As might be expected, later analysis shows a significant correlation between VIR and bid price, which 
is used as a control variable in the multivariate regression analysis which follows. The use of VIR 
decomposed into variables VIRA and VIRB partially overcomes the potential multicollinearity 
present when using a single VIR variable. See note 18 for further details. 

These 137 are represented in Table 1 as 125 new issues, 1997—98 onwards, plus 12 of the 14 issues in 
1995—96 and 1996—97 where no split between new issues and further issues is reported. 

It was necessary to complete the collection of the required data-set by purchasing the volume data 
directly from the London Stock Exchange because of Datastream’s decision not to collect data on 
number of customer bargains and number of shares traded therein from 27 March 2002. 

The exclusion of PB between zero and one pence entailed the removal of relatively few observations, 
but avoided extreme values arising when SPREAD was considered as a proportion of PB (see later 
section). Comparability with the VCT sample is not compromised, however, since the smallest PB 
observation in the VCT sample was four pence. 

Since the London Stock Exchange was unable to provide data on daily trading prior to 1 October 1997, 
the final samples included (respectively) only 145,124, 24,517 and 44,388 daily observations for 
number of customer bargains and number of shares traded in customer bargains. 

See Enders (1995) or Greene (2000) for a discussion of the ADF test and appropriate responses where 
the series test was nonstationary. 

The spread declines just before the end of the holding period. The implication is that the required 
holding period ended in fact, on average, just prior to the date which we calculated. A possible 
reason is our calculations were necessarily based on the listing date of the VCT shares; yet required 
holding properly runs from subscription date, which often preceded the listing date. We thank a 
reviewer for drawing our attention to this observation. 

All but two of the VCTs in our sample were issued at a price of 100 p per share. One УСТ was issued at 
a price of 98 p per share; and another at 20 p per share. 

The mean correlation coefficient between the variables AVIR and АРВ is 0.751 for the sample of 17 
active VCTs. When the decomposed variables are used, the mean correlation coefficient between 
AVIRA and APB is —0.026; and that between AVIRB and APB is 0.752. A number of individual coef- 
ficients, however, are in excess of 0.9. Therefore, there is a strong possibility that the reported results 
are affected by multicollinearity with respect to the variables AVIR and APB in the first model and 
AVIRB and APB in the second model. None of the correlation coefficients amongst the other 
control variables are ‘high’ (the highest value being 0.552, as between VOL and BAR). 
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20. In preference, for example, to the Cochrane—Orcutt procedure, which, unlike Hildreth—Lu, is suscep- 
tible to finding local rather than global optima. 

21. Тһе only noteworthy deviations are in the OLS estimation of Model (9), where, when r = 8 or 16% is 
adopted, the number of estimated AVIRA coefficients are reduced to 8 or 7 (respectively) out of 17, of 
which 7 are significant; that is, reduced incidence of positive estimates of the AVIRA coefficient, but 
increased incidence of significant positive estimates. 

22. James (2000) suggests a spread of 0.75% of market price within an overall upper bound of 1.80% on 
trading costs. 


References 


Amihud, Y. and Mendelson, H., 1988. Liquidity and asset prices: financial management implications. 
Financial management, 17 (1), 5-15. 

Ang, J.S., Blackwell, D.W., and Megginson, W.L., 1991. The effect of taxes on the relative valuation of divi- 
dends and capital gains — evidence from dual-class British investment trusts. Journal of finance, 46 (1), 
383-399. 

Atkins, A.B. and Dyl, E.A., 1997. Transactions costs and holding periods for common stocks. Journal of 

finance, 52 (1), 309-325. 

Ayers, B.C., Li, O.Z., and Robinson, J.R., 2008. Tax-induced trading around the Taxpayer Relief Act of 
1997, Journal of American Accounting Association, 30 (1), 77-100. 

Blouin, J.L., Raedy, J.S., and Shackelford, D.A., 2002. Equity price pressure from the 1998 reduction in the 
capital gains holding period. Journal of the American Taxation Association, 23 (Suppl.), 70-93. 

Chui, A., Strong, N., and Cadle, J., 1992. The empirical significance of tax effects on the valuation of divi- 
dends: the UK evidence. Journal of business finance & accounting, 19 (4), 515—532. 

Collins, J. and Kemsley, D., 2000. Capital gains and dividend capitalisation in firm valuation: evidence of 
triple taxation. Accounting review, 75, 405—427. 

Cutler, M., 1988. Tax reform and the stock market: an asset price approach. American economic review, 78 
(5), 1107-1117. 

Devereux, М.Р. and Freedman, J., 2008. Submission to the House of Lords Finance ВШ Subcommittee, 7 
May. Available from: www.parliament.uk/documents/upload/Oxford.pdf 

Dhaliwal, D., Erickson, M., Frank, M.M., and Banyi, M., 2003. Are shareholder dividend taxes on corporate 
retained earnings impounded in equity prices? Additional evidence and analysis. Journal of accounting 
and economics, 35, 179—200. | 

Elton, J.E., Gruber, M.J., and Busse, J.A., 2004. Are investors rational? Choices among index funds. Journal 
of finance, 59 (1), 261-288. 

Enders, W., 1995. Applied econometric time series. New York: Wiley. 

Glosten; L.R., 1987. Components of the bid—ask spread and the statistical properties of transaction prices. 
Journal of finance, 42 (5), 1293-1307. 

Greene, W.H., 2000. Econometric analysis. Upper Saddle River, NJ: Prentice Hall. 

Hanlon, M., Myers, J.N., and Shevlin, T., 2003. Dividend taxes and firm valuation: a re-examination. 
Journal of accounting and economics, 35 (2), 119-153. 

Harris, T. and Kemsley, D., 1999. Dividend taxation in firm valuation: new evidence. Journal of accounting 
research, 37, 275-291. 

Harris, T., Hubbard, G., and Kemsley, D., 2001. The share price effects of dividend taxes and tax imputation 
credits. Journal of public economics, 79, 569-596. 

HM Inland Revenue, 2002. 18169 — Venture Capital Trusts — a brief guide, HM Inland Revenue. Available 
from: http://www.hmrc.gov.uk/guidance/vct.htm 

HM Treasury, 2003. Bridging the finance gap: a consultation on improving access to growth capital for 
small businesses. London: HM Treasury/HM Stationery Office 04/03 831743. Available from: 
http://Awww.hm-treasury.gov.uk/media/B/E/adinvest359kb03.pdf 

HM Treasury, 2009a. Budget 2009, building Britain 5 future — economic and fiscal strategy report and finan- 
cial statement and budget report. London: HM Treasury, April. Available from: http://www.hm-treasury. 
gov.uk/d/Budget2009/bud09_completereport_2520.pdf 

HM Treasury, 2009b. State aid approval for the ОК 5 three tax-based venture capital schemes, Press Notice 
43/09. London: HM Treasury, 29 April 2009. Available from: http:/Avww.hm-treasury.gov.uk/press _ 
43 09.htm 

Hubbard, J. and Michaely, R., 1997. Do investors ignore dividend taxation? A re-examination ofthe citizens 
utilities case. Journal of financial and quantitative analysis, 32 (1), 117-135. 


Accounting and Business Research 27 


James, K.R., 2000. The price of retail investing in the UK. Occasional Paper Series, London: Financial 
Services Authority, February. 

Klein, Р., 2001. The capital gain lock-in effect and long horizon return reversal. Journal of financial 
economics, 59 (1), 33-62. 

Landsman, W.R. and Shackelford, D.S., 1995. The lock-in effect of capital gains taxes: evidence from the 
RJR Nabisco leveraged buyout. National tax journal, 48 (2), 245-259. | 

Morgan, G. and Thomas, S., 1998. Taxes, dividend yields and returns in the UK equity market. Journal of 
banking and finance, 22, 405-423. 

ONS, 2002. Share ownership: a report on share ownership as at 31st December 2001. Newport: Office of 
National Statistics/HM Stationery Office. Available from: http:/Avww.statistics.gov-uk/downloads/ 
theme_economy/ShareOwnership2001.pdf 

ONS, 2007. Share ownership: a report on share ownership as at 31st December 2006. Newport: Office of 
National Statistics/HM Stationery Office. Available from: http:///www.statistics.gov.uk/StatBase/ 
Product.asp?vink=930 

PACEC, 2003. Research into the Enterprise Investment Scheme and Venture Capital Trust — a report pre- 
pared for Inland Revenue. Cambridge: Public and Corporate Economic Consultants (PACEC) Ltd. 

Sirri, E.R. and Tufano, P., 1998. Costly search and mutual fund flows. Journal of finance, 53 (5), 1598—1622. 

Stiglitz, J.E., 2000. Economics of the public sector. 3rd ed. London and New York: W.W. Norton. 

Stoll, H.R., 1989. Inferring the components of the bid—ask spread: theory and empirical tests. Journal of 

finance, 44 (1), 115-134. 


Accounting and Business Research i Routledge 
Vol. 41, No. 1, March 2011, 29—50 OS 


Practitioners? participation in the 
accounting standard-setting process 


SYLVAIN DUROCHER* and ANNE FORTIN” 


“Telfer School of Management, University of Ottawa, 55 Laurier E. Ottawa, Ontario, Canada, KIN 615, 
^ Département des sciences comptables, Université du Québec à Montréal, CP 8888, Succ. Centre-Ville, 
Montréal, Québec, Canada, H3C 3P8 


Constituents’ participation in standard-setting processes is seen as а key indicator of a standard 
setter’s legitimacy. While previous research has mainly examined corporate economic 
determinants of participation, limited evidence exists on practitioners’ motivations to 
become involved in developing accounting standards. This study uses expectancy theory to 
explain practitioners’ intentions to participate in the standard-setting process in the context 
of the development of financial reporting standards for private enterprises in Canada. The 
results suggest that the variables of the expectancy valence model are determinant of the 
attractiveness of becoming involved in the standard-setting process by submitting a 
comment letter, and the variables of the expectancy force model are determinant of a 
practitioner's behavioural intentions to participate in the standard-setting process. 


Keywords: expectancy theory; participation in standard-setting; practitioners; financial 
reporting standards; private enterprises 


1. Introduction 


National and international accounting standards are developed through a *due process' according 
to which standard setters solicit views and suggestions from their stakeholders and invite public 
comments on discussion papers and exposure drafts (e.g. ТАЗСЕ 2006, AcSB 2009a, ASB 2009, 
FASB 2009). Constituents' participation in standard-setting due processes is seen as an indicator 
of a standard setter's legitimacy (Tandy and Wilburn 1992, Larson 2002, 2007, Durocher et al. 
2007). A lack of constituents’ involvement may hinder the appropriate identification and 
evaluation of all important alternatives and viewpoints, and thus jeopardise the quality of 
standard-setting outputs. Understanding the motives of constituents' participation in standard- 
setting processes is therefore of the utmost importance. 

In particular, practitioners’ opinions on proposed accounting standards are highly valuable for 
two main reasons. First, their expertise means they have the necessary knowledge to comment on 
proposed standards (Larson 2007). Second, as the link between the reporting entity and the 
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financial statement users, public accountants are in a good position to determine the relevance and 
importance of information to be included in financial statements (Knutson and Wichmann 1984). 

Previous research on motives for participating in standard-setting processes (participation 
choice research) focused on corporate managers’ decisions to participate, drawing on economic 
theories (Schalow 1995). Although authors have studied accounting firms’ (practitioners’) pos- 
ition on proposed accounting standards (e.g. Deegan et al. 1990), their influence on standard 
setters’ decisions (e.g. Hussein and Ketz 1980) and the coalition they may form amongst them- 
selves (e.g. Puro 1985) and with their clients (e.g. Haring 1979), practitioners’ motives for parti- 
cipating have received much less attention. | 

This study fills this gap in the literature by examining practitioners’ decisions to participate in 
the standard-setting process (participation choice). Unlike previous research based on economic 
theories, it innovates by drawing on an organisational behaviour theory, that is, expectancy theory 
(Vroom 1964), to address the following general research question: Why do practitioners partici- 
pate in the standard-setting process? This research is conducted in the context of the Canadian 
standard-setting proposal regarding financial reporting by private enterprises. More specifically, 
the research question is: Why would Canadian practitioners participate in the standard-setting 
process by submitting a comment letter in response to the exposure draft, Generally Accepted 
Accounting Principles for Private Enterprises, issued by the Accounting Standards Board 
(AcSB) of the Canadian Institute of Chartered Accountants (CICA) in 2009 (AcSB 2009b)? 

For many years, practitioners have called for a simplification of accounting standards for 
small and private business enterprises (Paradis et al. 1999). This issue is becoming ever-more 
critical with the growing complexity of accounting standards, as the world is turning to Inter- 
national Financial Reporting Standards (IFRS) that are developed for the reporting requirements 
of large and public enterprises (Evans et al. 2005). The Canadian standard-setting project on 
financial reporting by private enterprises represents an opportunity for Canadian practitioners 
to voice their opinion on a situation they have been denouncing for some time. 

Whereas previous research drew on cost—benefit frameworks to explain participation choice, 
this study uses Vroom’s expectancy theory (1964) to explain practitioners’ intention to participate 
in the development of accounting standards for private enterprises. The concepts of valence, 
instrumentality and expectancy elaborated by Vroom allow for the consideration of a broader 
range of motives that may explain practitioners’ involvement in the standard-setting process. 

The remainder of the paper is organised as follows. First, it reviews previous research on par- 
ticipation choice, along with earlier accounting research using expectancy theory. Second, it 
describes the Canadian proposal regarding financial reporting by private enterprises, which con- 
stitutes the context of the study. Third, it presents the study's methodology, and fourth, it reports 
and discusses the results, before following up with concluding remarks. 


2. Previous research and theoretical framework 
2.1 Prior literature 


Previous research examining constituencies’ motives to lobby standard-setting bodies focused on 
corporate managers. Early studies examined the position choice (Watts and Zimmerman 1978, 
Dhaliwal 1982), while subsequent ones specifically addressed the participation choice per se. 
Drawing on positive accounting theory (e.g. Kelly 1982, 1985, Watts and Zimmerman 1986, 
Deakin 1989, Dechow et al. 1996, Ang and Gallery 2000, Georgiou 2005), on Downs’ economic 
theory of democracy (1957) (Sutton 1984, Francis 1987) or on both (Schalow 1995, Georgiou 
2002), these authors assume that managers’ decisions to engage in lobbying activities will be 
driven by the proposed accounting standard’s impact on their expected utility, that is, the 
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economic consequences of the proposal, which have been linked to corporate characteristics. 
Variables such as firm size, leverage, percentage of management ownership and financial state- 
ment effects are examples of predictors of a manager’s participation. These scholars contend 
that a corporate manager will engage in lobbying activities if the expected benefits outweigh 
the expected costs. Costs relate to resources needed to prepare a submission, while benefits are 
tied to the likelihood of being able to influence the standard setter’s decision, multiplied by the 
present value of the positive impact on the manager’s wealth. 

Although the likelihood of being able to influence the standard setter’s decision is theoreti- 
cally captured by these frameworks, this variable is not explicitly considered in research 
designs that use corporate attributes as proxies for the impact on managers’ utility. Very few 
studies have attempted to explicitly include the ability to influence the outcome of the stan- 
dard-setting process as an additional variable in their research designs (Baskerville and Pont 
Newby 2002). One exception is Schalow (1995), who studied corporate managers’ decision to 
submit a comment letter on the exposure draft regarding SFAS No. 106, Employer $ Accounting 
for Postretirement Benefits Other than Pensions. To further explain her results, she surveyed cor- 
porate managers that participated and others that did not: 5296 of the 63 non-participants who 
returned the survey indicated they did not participate because they felt they could not influence 
the content of the standard. Georgiou (2002) also found that one reason for corporate managers’ 
non-participation in the UK Accounting Standards Board's discussion paper on deferred tax was 
their view that they could not influence the outcome of the process. Perception of being able to 
influence the outcome is therefore an important variable that should be explicitly considered in 
research designs. 

Practitioners’ participation in standard-setting processes has mainly been studied in terms of 
position choice, coalitions and influence on standard setters’ decisions. Economic cost-benefit 
frameworks underlie practitioners' position choice research. It is assumed that audit firms (prac- 
titioners) seek to influence the standard-setting process to maximise their expected wealth 
(Deegan et al. 1990). Since lobbying reveals a preference for specific accounting treatments 
(position choice), the incentives to lobby may likely be similar to those underlying preferences 
in terms of accounting policies (Francis 1987). Position choice research may thus provide an 
indication of participation choice incentives. 

The economics of regulation model predicts that audit firms will favour the additional 
business resulting from new disclosure requirements, while agency theory posits that audit 
firms will favour rules that benefit their clients since audit firm wealth is a function of their 
clients’ wealth (Puro 1984, Watts and Zimmerman 1986). Whereas client managers are expected 
to oppose complex standards, which involve additional audit costs, auditors are expected to 
support such standards, which would increase their audit fees (Watts and Zimmerman 1986, 
Meier et al. 1993). Accordingly, the auditor's position is not solely determined by the client's pos- 
ition. Again, these cost—benefit frameworks do not explicitly consider the perceived ability to 
influence the outcome of the standard-setting process, which is assumed to be implicitly captured 
by expected benefits. 

Another stream of research examined possible coalitions amongst practitioners and with their 
clients and their influence on standard setters’ decisions. This literature provides conflicting 
results. For example, although Hussein and Ketz (1980) and Puro (1985) did not find a systematic 
alignment in the positions of the large accounting firms on different accounting issues, Mezias 
and Chung (1989) found that accounting firms present the greatest within-group consensus. Puro 
(1985) and McKee et al. (1991) found support for a possible coalition between accounting firms 
and their clients, while Haring (1979) and MacArthur (1988) did not. In addition, although some evi- 
dence suggests that standard setters’ decisions reflect the preferences of large accounting firms 
(Haring 1979, Puro 1985, Mezias and Chung 1989), other findings report the opposite (Hussein 
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and Ketz 1980, Brown 1981). There is some evidence to suggest that standard setters are receptive to 
preparers’ (Brown and Feroz 1992, Saemann 1995) or users’ (Saemann 1999) preferences. 

In sum, our literature review highlights the absence of empirical evidence on practitioners’ 
participation choice. However, based on previous research on corporate managers’ participation 
choice and on the few studies examining practitioners’ position choice, it can reasonably be stated 
that cost—benefit considerations are key drivers of practitioners’ decision to get involved in the 
standard-setting process. Nevertheless, most previous research designs have not explicitly con- 
sidered the ability to influence the outcome of this process. This is an important issue since pre- 
vious research on coalition and influence provides mixed results about practitioners’ influence on 
standard setters’ decisions. 

Our contribution is to study practitioners’ participation using expectancy theory, which allows 
us to capture not only cost-benefit considerations in the research design, as did previous research, 
but also the ability to influence the outcome. 


2.2 Theoretical framework 


Expectancy theory (Vroom 1964) has been used as the theoretical framework for many studies in 
organisational behaviour and psychology as it provides an explanation of an individual's behav- 
ioural intentions. It includes two interrelated models: the valence model and the force model, 
which incorporate three factors — valence, instrumentality and expectancy. 

Valence, defined as all possible affective orientations toward outcomes (Vroom 1964), has 
been interpreted as attractiveness, importance, desirability or anticipated satisfaction with out- 
comes (Van Eerde and Thierry 1996). Instrumentality refers to the perceived likelihood that a 
first-level outcome (here, participation in the standard-setting process) would lead to second- 
level outcomes (here, the resulting benefits of participating in the standard-setting process). 
The valence model incorporates valence and instrumentality since it predicts that the attractive- 
ness of a first-level outcome (participation) is a monotonically increasing function of the sum 
of the products of the valences of associated second-level outcomes (benefits of participation) 
and the strength of the perceived relationship between the first-level outcome and its associated 
second-level outcomes (Vroom 1964). 

In this study, the valence model predicts that practitioners assess the attractiveness of partici- 
pating in the standard-setting process, considering the benefits that would result from their par- 
ticipation and the likelihood that their participation would lead to obtaining the expected 
benefits. Thus: 


n 
V; — 3 Vila) (Model 1) 
К=1 

where 

y; = the valence, ог attractiveness, of participating in the standard-setting process (first- 
level outcome); 

Vy = the valence, or attractiveness, of the benefits resulting from participation (second- 
level outcomes); 

Tn = the probability that the perceived benefits (У) would result from participation 
(instrumentality). ; 


. Аз Vroom (1964) argues, the valence model cannot fully explain behavioural intentions. 
These intentions are also influenced by the degree to which an individual believes the first- 
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level outcome (and the resulting second-level outcomes) to be probable, which in turn refers to 
expectancy. Expectancy is defined as the subjective probability of an action or effort leading to 
an outcome or performance (Vroom 1964). As an example, Vroom points out that an individual’s 
choice of occupation is not solely explained by his or her preferences for this occupation and 
the related second-level outcomes it involves (e.g. salary level, societal status, nature of the 
occupation). It is also explained by the costs involved in obtaining the occupation, the required 
abilities and the general job market. 

In our study, expectancy corresponds to the practitioners’ perception of being able to partici- 
pate adequately in the standard-setting process, given the time and resources available to them. 
The force model incorporates both the expectancy and the valence model’s dependent variable. 
The motivational force (level of effort) acting on a person to perform a particular act (here, to par- 
ticipate in the standard-setting process) is a monotonically increasing function of the sum of the 
products of the valences of first-level outcomes (and their resulting second-level outcomes) and 
the expectancies (probabilities) that the act will be followed by the attainment of these first-level 
outcomes (Vroom 1964). Thus: 


п 
Е, = У (ЕУ) (Model 2) 
j=l 
where Ex 
Е; = the motivational force to exert efforts to participate in the standard-setting process; 
Ey = the expectancy or likelihood that a particular level i of effort will lead to an adequate 
participation (the first-level outcome); 
У = the valence or attractiveness of participating in the standard-setting process, derived 


from the valence model. 


In short, Vroom’s expectancy theory (1964) does not only capture the costs and benefits 
suggested as predictors of stakeholders’ participation in the standard-setting process by previous 
research, it also allows for explicit consideration of the stakeholders’ perception of their ability to 
influence the outcome of the standard-setting process, which is captured by instrumentality in the 
valence model. 

Expectancy theory has been used by many accounting scholars in several accounting contexts 
over the last 35 years. For example, the variables of expectancy theory were used to study the 
incidence on managerial motivation of budgets per se (Ronen and Livingstone 1975), of budget- 
ary participation (Brownell and McInnes 1986), and of rewards, attainability of targets, accuracy 
of achievement measures and transparency of performance—rewards relationships (Kominis and 
Emmanuel 2007), as well as to study the relationship between the motivation of professional 
accountants and job performance (Ferris 1977, Ferris et al. 1980). However, by using 
between-subject designs, all these studies were not set up to study behavioural intentions, that 
is, individual choices. To study behavioural intentions, such as the intention to participate in 
the standard-setting process, it is more appropriate to use a within-subjects approach (Snead 
and Harrell 1994). 

Expectancy theory models used in within-subjects designs have been useful in explaining 
managers’ motivation to implement just-in-time procedures (Griffin and Harrell 1991), to com- 
plete projects within the limits indicated in their cost budgets (Harrell and Stahl 1984) and to 
use a decision support system (Snead 1991, Snead and Harrell 1994). It has also been conclusive 
in explaining student motivation to participate in peer (Chen and Lou 2004) and teaching 
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evaluations (Chen and Hoshower 1998), and to exert academic effort (Stahl and Harrell 1981, 
Harrell et al. 1985, Geiger et al. 1998, Campbell её а!. 2003). In addition, it has been used to 
predict accountants’ migration intentions (Dillard 1979). 

Durocher et al. (2007) developed an explanatory theory using a meso-level approach and 
qualitative methodology to describe the participation of financial statement users in the stan- 
dard-setting process. They suggested that users’ involvement can be explained by an idiosyncratic 
combination of legitimacy perceptions towards the characteristics of the standard-setting process. 
Using legitimacy theory, they linked the characteristics of the standard-setting process to the indi- 
vidual determinants of users’ participation that were categorised using Vroom's expectancy vari- 
ables (1964) (valence, instrumentality and expectancy). Baskerville (2005) used Vroom's 
expectancy theory to explain the increased constituent participation in the New Zealand stan- 
dard-setting process that was observed immediately following institutional changes. She 
suggested that the increase in participation may stem from a belief by constituents that there is 
a greater possibility to influence the outcome when institutional changes occur. Expectancy 
theory thus seems relevant to study practitioners’ motivation to participate in standard-setting 
processes. 

Participation in accounting standard-setting processes is context-dependent (Baskerville and 
Pont Newby 2002). Generally speaking, stakeholders need to be concerned about a particular 
accounting issue to decide to exert any effort to get involved in the formulation of an appropriate 
accounting standard.’ In addition, expected benefits from participation could differ according to 
the accounting issue in question. That is why it is appropriate to put the study of stakeholder 
involvement in accounting standard-setting processes into context. We examine practitioners’ 
participation in the Canadian standard-setting proposal regarding financial reporting by private 
enterprises. We thus contribute to the ‘Big GAAP—Little GAAP’ literature by highlighting impor- 
tant factors explaining practitioners’ participation choice. 


3. Financial reporting by private enterprises in Canada 


Private enterprises have enormous economic significance worldwide (Evans ef al. 2005). 
In Canada, 99% or more of businesses are private, employ 55% of the Canadian workforce 
and account for 45% of Canada’s total economic output (AcSB 2004). Hence, financial reporting 
by private enterprises is not a trivial issue. 

National standard setters undertook local initiatives to adapt their accounting standards to the 
needs of small and medium-sized enterprises (SMEs), defined using either qualitative or quanti- 
tative tests (Baskerville and Cordery 2006). While many adopted a top-down approach, adapting 
the ‘Big GAAP’ to the needs of SMEs, others adopted a bottom-up approach, building a comple- 
tely different set of standards for SMEs (Baskerville and Cordery 2006). The International 
Accounting Standards Board (IASB) recently issued its International Financial Reporting Stan- 
dard for Small and Medium-Sized Entities IFRS for SMEs) (IASB 2009), a fully stand-alone set 
of standards applicable by entities that do not have public accountability. This new pronounce- 
ment will undoubtedly have an impact in several national ccntexts. 

For example, in the UK, smaller incorporated enterprises are governed by the Accounting 
Standards Board’s Financial Reporting Standard for Smaller Enterprises (FRSSE), a simplified 
set of reporting rules (Sian and Roberts 2009). Following the publication of IFRS for SMEs, it is 
expected that full IFRS will continue to be mandatory for public companies, the FRSSE will be 
applicable for small entities and the IFRS for SMEs for ail other entities (McQuaid 2009). In 
Australia, the Australian Accounting Standards Board is currently seeking views on the use of 
a reporting framework based on IFRS for SMEs (AASB 2009) and it is expected that the Financial 
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Reporting Standards Board in New Zealand will seek views on the use of IFRS for SMEs in this 
country (Sealy-Fisher 2009).2 

Since 2002, Canadian non-publicly accountable enterprises have been allowed limited differ- 
ential reporting options, that is, simplified accounting treatments or reduced disclosures (Rennie 
and Senkow 2009). In 2006, the Accounting Standards Board (AcSB) of the Canadian Institute of 
Chartered Accountants (CICA) decided to adopt IFRS for public enterprises starting in 2011 
(AcSB 2006). The AcSB issued a discussion paper on financial reporting by private enterprises 
in 2007 (AcSB 2007) and in the same year, the CICA released a white paper proposing a frame- 
work for owner-managed enterprises without important external users (CICA 2007). Respondents 
that filed a comment letter on this white paper strongly urged the Canadian standard setter to adopt 
a unique set of accounting standards for all types of private enterprises. In April 2009, the AcSB 
issued an exposure draft, entitled Generally Accepted Accounting Principles for Private Enter- 
prises, proposing an independent set of accounting standards for all private businesses (AcSB 
2009b). This proposal included simplified accounting treatments and suggested lower disclosure 
requirements (AcSB 2009b). The AcSB officially adopted its new accounting standards for 
private enterprises in September 2009 (CICA 2010b). A private enterprise is defined as a 
profit-oriented entity that is neither a publicly accountable enterprise? nor an entity in the 
public sector (CICA 2010a). 

Participation may take different forms at different moments in the standard-setting process 
(Walker and Robinson 1993, Georgiou 2004). It may be formal (e.g. serving on standard- 
setting committees, participating in study groups or in roundtables, submitting comment letters 
in response to exposure drafts) or informal (e.g. private discussions with AcSB members). 
It may take place sooner (e.g. when the agenda is established) or later (e.g. in response to an 
exposure draft) in the standard-setting process.“We have concentrated on participation through 
submitting a comment letter on the exposure draft on financial reporting by private enterprises. 
This specific form of participation was chosen in order to situate our research in a current and 
realistic context. The exposure draft was issued by the AcSB on 30 April 2009 and stakeholders 
had three months to file a comment letter. We released our survey in May 2009, during a period 
where practitioners had a realistic behavioural choice to make. 

The operationalisation of the valence model requires the identification of major second-level 
outcomes that could result from practitioners’ participation in the standard-setting process for the 
specific proposal on financial reporting by private enterprises. Three outcomes were identified 
from our literature review: (1) the content of accounting standards would be more adapted to 
the needs of private enterprises, (2) the interest of private enterprises for audit or review engage- 
ments vs. compilation engagements would increase, and (3) audit and review standards would be 
adapted to the new accounting standards applicable to private enterprises. These outcomes are 
now addressed in turn. 

One important outcome from practitioners’ participation would be accounting standards that 
are more adapted to the needs of private enterprises. The ‘Big GAAP—Little СААР?” controversy 
has been under debate since the 1980s (Campbell 1984, Knutson and Wichmann 1984). 
As accounting standards become increasingly complex, it is generally admitted that financial 
reporting requirements impose a significant burden on smaller enterprises (Page 1984, Keasey 
and Short 1990, Paradis et al. 1999, Evans et al. 2005, Rennie and Senkow 2009, Sian and 
Roberts 2009). 

In addition to undue burdens and disproportionate costs of reporting for smaller businesses, 
other arguments for different standards for private enterprises include a lack of relevance of 
prevailing accounting standards for financial statement users, the existence of narrower user 
groups, a usefulness of accounting information for a narrower range of decisions, the existence 
of less complex transactions in the environment of private businesses (Evans et al. 2005), 
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more close-knit agency relationships, and a tendency to aim for survival and stability over profit 
maximisation and growth (Baskerville and Cordery 2006). Practitioners believe that private enter- 
prises need accounting standards better adapted to their needs and to those of their financial state- 
ment users (Paradis et al. 1999, Rennie and Senkow 2009), which is consistent with agency 
theory that surmises that auditors would favour rules that benefit their clients since their own 
wealth is linked to their clients’ wealth. 

This pressure for accounting standards adapted to the needs of private enterprises represents a 
huge challenge for standard setters, who have to reconsider the decision usefulness perspective 
underlying their conceptual frameworks and revisit the specific stewardship focus of private enter- 
prise reporting (Baskerville and Cordery 2006). As Baskerville and Cordery (2006) point out, 
since users are fairly silent in the standard-setting process, the challenge is to assess their 
needs and devise appropriate reporting mechanisms that will enhance accountability and transpar- 
ency. Hence, standard setters have to make an informed guess about the appropriate balance 
between costs for preparers and benefits to users when developing their proposed standards. 
By filing a comment letter in response to the exposure draft on financial reporting by private enter- 
prises, Canadian practitioners have the opportunity to express their opinion on how adequately 
they consider the proposed set of standards to be adapted to the needs of private businesses. 

Another important outcome from practitioners’ participation would be that the interest of 
private enterprises in audit or review engagements vs. compilation engagements would increase. 
The growing complexity of accounting standards has led to additional costs not only for the prep- 
aration of financial statements by private businesses, but also for assurance engagements. As a 
result, practitioners have noted a downgrading of audit engagements to review engagements, 
and of review engagements to compilation engagements (Paradis et al. 1999, McRae and 
Wallis 2004), which adversely affects practitioners’ professional fee income. Deegan et al. 
(1990) suggest that audit firms seek to influence the standard-setting process to maximise their 
expected wealth from providing professional services. This is in line with the economics of regu- 
lation model predicting that audit firms will favour the additional business, or increased wealth, 
resulting from accounting standards. By filing a comment letter on the exposure draft, prac- 
titioners have the opportunity to lobby for the simplification of specific accounting standards 
they believe have caused private businesses to downgrade assurance engagements, hoping that 
more simplified accounting standards may induce their clients to upgrade the professional ser- 
vices they request from practitioners. 

The last important outcome from practitioners’ participation is linked to the adaptation of 
audit and review standards to the new accounting standards applicable to private enterprises. 
Existing assurance standards, which were devised primarily with large entities in mind 
(Trotman 2006), are exerting more and more pressure on practitioners (Paradis et al. 1999, 
Trotman 2006), especially on small and medium-sized auditing firms and sole practitioners 
(Stroude 2008). As Stroude (2008) indicates, after the CICA introduced the Canadian Standards 
on Quality Control in 2005 some practitioners had to divest themselves of assurance clients, turn 
an assurance engagement into a compilation engagement or, in some cases, incur additional costs 
to meet the new standards. A year later, in 2006, practitioners had to implement a new audit risk 
model, leading to more time-consuming audits, increased fees and lower profit margins. In 2007, 
a documentation standard was introduced, requiring practitioners to assemble a complete and final 
set of audit documentation no later than 45 days after the report release date. In 2008, the CICA 
Auditing and Assurance Standards Board (AASB) announced its decision to adopt international 
standards on auditing (ISA) issued by the International Auditing and Assurance Standards Board. 
From a practitioner’s perspective, ‘one needs to ask if these new standards put in place to address 
the big audit failures of the past decade are necessary for the audit of private entities’ (Stroude 
2008, p. 33). By submitting a comment letter on the exposure draft on financial reporting by 
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private enterprises, practitioners also have the Opportunity to call for a simplification of assurance 
standards, with the hope that the AcSB would pass on theses comments to the AASB, or work in 
collaboration with the AASB to adapt assurance standards to the proposed simplified accounting 
standards for private enterprises. A simplification of assurance standards would involve lower 
costs for practitioners, and, as suggested by the economics of regulation model, practitioners 
are expected to favour standards that maximise their wealth. 


4. Methodology 
4. Subject selection 


In this study, we used the 288 Canadian CA practitioners who filed a comment letter in response 
to either the discussion paper Financial Reporting by Private Enterprises (AcSB 2007) or the pro- 
posed Framework for Owner Managed Enterprises (CICA 2007), or both, issued respectively by 
the AcSB and the CICA in 2007. Comment letters are available in public files set up by the CICA 
for each of its standard-setting proposals. Practitioners that commented on these documents can 
be expected to be well-informed, specifically interested in financial reporting by private enter- 
prises and familiar with the accounting standard-setting due process. As such, they were con- 
sidered appropriate respondents for this study examining their intention to submit a comment 
letter in response to the exposure draft Generally Accepted Accounting Principles for Private 
Enterprises issued by the AcSB in April 2009. 


4.2 Study design Ae 


We used a judgment modelling approach that involves providing the practitioner with a set of cues 
which he or she may use in making a judgment or decision. When the aim is to study behavioural 
intentions, that is, individual choices, it is more appropriate to use expectancy theory in a within- 
subjects approach (Murray and Frazier 1986, Snead and Harrell 1994, Geiger and Cooper 1996). 
A within-subjects methodology requires obtaining judgment or decision measurements from each 
subject under different combinations of strength or values associated with the cues. Our within- 
subjects design is similar to those used in previous studies mobilising expectancy theory to 
examine accounting-related phenomena (Snead and Harrell 1994, Chen and Hoshower 1998, 
Chen and Lou 2004). We used a complete factorial design (Montgomery 1984) that provided 
each respondent with 16 scenarios in order to gather their behavioural intentions under various 
combinations of two instrumentality and expectancy levels, as we now explain. 

The valence model was operationalised as follows. We provided each practitioner with the 
three possible (second-level) outcomes of their participation in the standard-setting process 
(V). As explained above, the three second-level outcomes are: (1) the content of accounting stan- 
dards would be more adapted to the needs of private enterprises, (2) the interest of private enter- 
prises for audit or review engagements vs. compilation engagements would increase, and (3) audit 
and review standards would be adapted to the new accounting standards applicable to private 
enterprises. To operationalise instrumentality (2), we used two levels of likelihood that filing a 
comment letter would result in each of the second-level outcomes (10 or 9094). This involved 
eight different combinations of the outcomes (23 = 8 combinations). 

Practitioners had to make a first decision, Decision А (У), by indicating on an 11-point 
anchored-scale (ranging from —5 [very unattractive] to 5 [very attractive]) the attractiveness of 
submitting a comment letter in response to the exposure draft on the proposed standards for 
private enterprises considering the stated outcomes and associated likelihood levels. The instruc- 
tions and a sample scenario are provided in the Appendix. 
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The force model was operationalised as follows. As indicated earlier, expectancy (Ey) 
corresponds to the practitioners’ perception of being able to participate adequately in the stan- 
dard-setting process given the time and resources available to them. We used two levels of expect- 
ancy (10 and 90%). Respondents were informed that preparing a comment letter could require a 
great deal of effort on their part and of the degree of likelihood (10 or 90%) that they would have 
sufficient time and resources to adequately prepare such a letter. 

Keeping in mind this added information and the attractiveness of participation they indicated 
in Decision A, they then had to make a second decision, that is, Decision B (F7), indicating, on an 
11-point anchored-scale (ranging from 0 [zero effort] to 10 [great deal of effort]), the level of 
effort they would exert in preparing a comment letter in response to the exposure draft on the pro- 
posed standards for private enterprises. 

Considering the eight combinations of the outcomes in the valence model and the two levels 
of expectancy in the force model, we ended up with 16 distinct scenarios (8 combinations for the 
outcomes x 2 levels of expectancy = 16 scenarios). We collected measures of the behavioural 
intentions for the 16 possible scenarios for each respondent and randomly selected the order of 
presentation of each scenario, with every respondent receiving an identical instrument. 

The research instrument was pilot tested with three faculty colleagues and three practitioners 
who were not part of the final study. Based on their feedback, the wording of the questions was 
fine-tuned to clear up any apparent ambiguities and the presentation format was improved. In 
addition to the questionnaire, participants received a cover letter describing the purpose of the 
study, the voluntary nature of their participation and the precautions undertaken to ensure confi- 
dentiality and anonymity. The first section of the questionnaire contained nine questions request- 
ing biographical information (gender, age, year qualified as a CA, primary area of practice, 
participants’ title or position in their firm, number of partners in the office and the firm, 
whether or not comment letters had been previously submitted on CICA or AcSB discussion 
papers or exposure drafts, and number of letters submitted). The second section set out the instruc- 
tions, followed by the 16 scenarios. A reminder card was mailed three weeks after the initial 
mailing. 

To analyse participants’ responses, multiple linear regressions are used. Given the within- 
person nature of expectancy theory, separate regressions are run to model the judgments of 
each respondent for both the valence and the force models. Further analyses (means, standard 
deviations, correlations and comparisons according to demographic variables) are then performed 
on the values of the standardised regression coefficients and percentages of variance explained 
(values of adjusted К?) obtained for the individual regression models. 


5. Analysis and discussion of results 
5.1 Sample 


Eighty-one practitioners participated in the study for a 28.1% response rate.* Table 1 presents 
respondents’ demographics. The sample is largely made up of men (61/81, 75%) who are 
mainly partners (69/81, 85%). Respondents are quite experienced, having worked a mean 
number of 22.7 years since obtaining their CA designation. Their seniority is also reflected 
in the sample's mean age which is close to 49 years. The majority of participants are active 
in public practice/assurance (57/81, 7096). Most respondents belong to a small/intermediate 
firm (51/81, 63%) or are sole practitioners (21/81, 2696). Four participants seem to be from 
Big 4 auditing firms (more than 100 partners). As practitioners solicited for the study had 
already participated in the standard-setting process, it is no surprise that our respondents 
reported a high degree of participation through submitting comment letters on the Framework 
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Table 1. Sample demographics (n = 81). 


Gender Men = 61 
Women = 20 

Title or position in accounting firm Partner = 69 
Director = 10 
Senior auditor = 2 

Primary area of practice Public practice/assurance = 57 
Accounting/tax = 14 
Тах = 7 
Other = 3 

Size of the accounting firm Sole practitioner = 21 
2—21 partners = 51 
35—45 partners = 4 
More than 100 partners = 4 
Missing = 1 

Comment letter submitted regarding the ‘Framework for Yes = 63 

Owner Managed Enterprises’ No = 18 
Comment letter submitted regarding ‘Financial Reporting Yes = 37 
by Private Enterprises’ No = 44 

Other comment letters submitted Yes = 33, mean number = 4.58 (n = 1-20) 
No = 48 
Mean (std dev.) Min.-Max. 

Age =. 48.9 (10.9) 25—74 

Number of years CA designation 22.7 (11.2) 2-48 


jor Owner Managed Enterprises (CICA 2007) (63/81, 78%), the discussion paper on Financial 
Reporting by Private Enterprises (AcSB 2007) (37/81, 46%) or other AcSB exposure drafts 
(33/81, 41%). 


5.2 Valence model (Model 1) 


To determine the attractiveness of participating in the standard-setting process for each 
participant, individual regressions were performed with participants’ valence decisions (Decision 
А, Vj) as the dependent variable and the instrumentalities (probabilities, Г) associated with the 
three second-level outcomes, the independent variables. The resulting standardised regression 
coefficients (beta weights) represent the valence individuals place on the respective second- 
level outcomes (И in reaching their valence decision for Decision A (Stahl and Harrell 1983). 

Of the 81 participants, all but six had significant (р < 0.05) regression models.? Table 2, Panel 
A, presents a summary of the individual models for the remaining 75 practitioners. The average 
adjusted R? value for the significant regressions is 0.722. This average represents a high level of 
explanatory power and suggests that the valence model is highly relevant to explain practitioners’ 
participation in the standard-setting process. The mean adjusted А? value obtained is also compar- 
able to that found in several studies that successfully used Vroom’s valence model (1964) with 
either students (Geiger and Cooper 1996, Chen and Hoshower 1998, Geiger et al. 1998, Campbell 
et al. 2003, Chen and Lou 2004) or managers (Griffin and Harrell 1991, Snead and Harrell 1994). 

The mean beta weights for the three second-level outcomes are quite high. The mean beta 
weight for the valence of having the content of accounting standards more adapted to the 
needs of private enterprises (Асс Std) is the highest at 0.602, indicating that it is the key influence 
on the attractiveness of participating in the standard-setting process. The next highest mean 
standardised beta weight is for the valence of having audit and review standards adapted to the 
new accounting standards applicable to private enterprises (Ass Std, mean of 0.382). The third 
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Table 2. "Valence model regression results (и = 75). 


Frequency of significance 





Mean Standard deviation Range at 0.05 level 

Panel A: Regression results 
Е? (adj.) 0.722 0.176 0.336 to 1.000 75/75 
Std beta weight 
Acc Std* 0.602 0.259 —0.709 to 1.000 65/75 
Aud En 0.303 0.238 — 0.280 to 0.875 37/75 
Ass St 0.382 0.237 —0.153 to 0.915 48/75 
Panel B: Std beta weight correlation results 

Aud Eng Ass Std 
Aec Std —0.401*** —0.321** 
Aud Eng —0.289* 


Acc Std — valence of having the content of accounting standards more adapted to the needs of private enterprises. 

Aud Eng — valence of increased interest of private enterprises for audit or review engagements vs. compilation 
engagements. 

Ass Std — valence of having audit and review standards adapted to the new accounting standards applicable to private 
enterprises. 

"Acc Std is significantly different from Aud Eng and Ass Std at p = 0.000 (2-tailed t-test). 

PAss Std is different from Aud Eng at p = 0.075 (2-tailed t-test). 

***Significant at 0.000; **significant at 0.01; *significant at 0.05 (2-tailed). 


second-level outcome, that is, the interest of private enterprises for audit or review engagements vs. 
compilation engagements would increase (dud Eng), also has a high degree of attractiveness for 
practitioners (mean of 0.303). Accordingly, all second-level outcomes appear to have been 
successful in capturing aspects of the attractiveness of participating in the standard-setting process. 

As Table 2, Panel B, shows, the correlations between the three second-level outcomes are all 
negative and significant at p < 0.05 or less. This indicates that the individuals were selecting one 
of the second-level outcomes as the most attractive compared to the other two. In fact, 64 partici- 
pants showed a preference for one of the second-level outcomes (not tabulated). Having the 
content of accounting standards more adapted to the needs of private enterprises is the most 
attractive second-level outcome for 42 participants, as measured by the beta weights. For 12 
practitioners, the highest influence on their valence decision was having audit and review 
standards adapted to the new accounting standards; for 10 practitioners, it was the increased inter- 
est of private enterprises for audit or review engagements vs. compilation engagements that was 
most influential. Nine respondents considered two of the second-level outcomes to be equally 
important (including, in eight cases, having the content of accounting standards more adapted 
to the needs of private enterprises). Finally, the three second-level outcomes were equally signifi- 
cant for only two individuals. The fact that the majority of respondents considered the first 
outcome, that is, having the content of accounting standards more adapted to the needs of 
private enterprises, as most important (or amongst the most important) could conceal a motive 
of self-interest on their part. As suggested by the market for excuses theory (Watts and 
Zimmerman 1979), respondents may be reluctant to indicate that they are more willing to partici- 
pate when they have self-interest (e.g. increase in review and audit engagements). 

Although there were no ex ante expectations regarding any possible effects of respondents’ 
demographic characteristics,’ we performed various analyses according to these variables in 
the interest of a thorough understanding of our results. The analyses of the valence model 
regression results according to the respondents’ characteristics show no significant differences 
for any of these variables (tests not presented), except for the valence of increased audit or 
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review engagements. For the latter, directors place greater importance than partners on this 
second-level outcome (mean beta weight = 0.433 vs. 0.281, p = 0.062). 

Thus, overall, the attractiveness of participating in the standard-setting process is adequately 
explained by the three second-level outcomes used in this study. That is to say that for prac- 
titioners the attractiveness of submitting a comment letter in response to the exposure draft on 
the proposed standard for private enterprises is enhanced if such participation would result in 
the content of accounting standards being adapted to the needs of private enterprises. To a 
lesser extent, an increased interest of private enterprises for audit and review engagements vs. 
compilation engagements, as well as audit and review standards that would be adapted to the 
new accounting standards for private enterprises are also considered. 


5.3 Force model (Model 2) 


According to Vroom's force model (1964), the motivational force to exert efforts to participate in 
the standard-setting process (Decision B, F;) depends on the attractiveness of participating in the 
standard-setting process (Decision A from the valence model [V;]) and the expectancy of being 
able to adequately participate in the process (Ej). Table 3, Panel A, presents the mean results 
for the participants’ individual regressions. 

At 0.784, the mean adjusted R? is very high, indicating the appropriateness of the force model 
in explaining practitioners’ motivation to participate in the standard-setting process.” The valence 
of participating in the standard-setting process (Val) has a mean beta weight of 0.837 that is sig- 
nificantly higher (p = 0.000, 2-tailed) than the expectancy of being able to participate adequately 
(Exp = 0.230). The strong negative correlation noted between valence and expectancy (— 0.671) 
indicates that participants generally focused on either valence or expectancy in reaching their 
decision about effort. Actually, in all but five cases, the valence of participating in the stan- 
dard-setting process is higher than the expectancy. The latter dominates in four cases and the 
expectancy beta weight is similar to the valence beta weight for one individual. Prior research 
findings also show a dominance of valence over expectancy as a motivational force (Harrell 
and Stahl 1986, Griffin and Harrell 1991, Snead and Harrell 1994, Geiger and Cooper 1996, 
Chen and Hoshower 1998, Geiger её al. 1998, Chen and Lou 2004). 

As for the valence model, various analyses of the force model regression results were рег- 
formed in relation to the respondents’ demographic characteristics. There are no significant differ- 
ences for primary area of expertise or the size of the firm.'? 

Analysis ofthe force model regression results according to gender (Table 3, Panel B) indicates 
that women are more motivated than men to participate to the standard-setting process (mean 
adjusted R? = 0.875 vs. 0.750, р = 0.000). This is explained by the fact that women are more 
attracted to participating than men (Val = 0.893 vs. 0.816, р = 0.008). Campbell её al. (2003) 
also obtained a gender difference in favour of women but for the expectancy variable. 

Directors in accounting firms seem to be more motivated than partners to participate in the 
standard-setting process (mean adjusted R? — 0.853 vs. 0.770, p — 0.039, Table 3, Panel C). 
The attractiveness of participating (Val = 0.886 уз. 0.826, p = 0.058) is again the explanatory 
factor. А possible explanation for this greater motivation may be that, as already noted, directors 
are more attracted due to the second-level outcome related to the increased interest of private 
enterprises for audit or review vs. compilation engagements. Their chances of becoming a 
partner in their firm could be enhanced by such a shift in engagement type. 

Study participants have different levels of previous participation in the standard-setting process: 
some have participated only once and others several times. In order to analyse the force model 
regression results according to the degree of participation, the sample was split into practitioners 
who participated three or more times and those who participated less. According to the results set 
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Table 3. Force model regression results (n = 73). 


Frequency of significance at 0.05 


Mean Standard deviation Range level 
Panel A: Regression results 
R (adj.) 0.784 0.162 0.364 to 1.000 73/73 
Std beta 
weight 
Exp* 0.230 0.217 — 0.252 to 0.694 36/73 
Val 0.837 0.132 0.474 to 1.000 73/73 
Panel B: Analysis according to gender 
Mean — men Mean — women p-value of t-test 
п = 53 n = 20 
R? (adj.) 0.750 0.875 0.000 
Std beta 
weight 
Exp 0.240 0.205 0.551 
Val 0.816 0.893 0.008 
Panel C: Analysis according to position in accounting firm 
Mean — partners Mean — directors p-value of t-test 
n = 61 n = 10 
Е? (adj.) 0.770 0.853 0.039 
Std beta . 
weight у 
Ехр 0.231 0.232 0.989 
Val 0.826 0.886 0.058 
Panel D: Analysis according to degree of participation 
| Mean — 3 Чтез or Mean - less than 3 p-value of t-test 
more times 
п = 24 п = 49 
Е? (adj.) 0.810 0.772 0.347 
Std beta 
weight 
Exp 0.154 0.267 0.035 
Val 0.871 0.820 0.128 


Exp = expectancy of being able to participate adequately in the standard-setting process. 

Val = valence of participating in the standard-setting process. 

Pearson correlation between Exp and Val = —0.671 (p = 0.000, 2-tailed); t-test between Exp and Val, р = 0.000 (2- 
tailed). 


out in Table 3, Panel D, the expectancy of being able to participate adequately given the available time 
and resources is less important to practitioners who participate more frequently than to those who 
participated only once or twice (Exp = 0.154 vs. 0.267, р = 0.035). Thus, being able to participate 
adequately explains the latter's motivation to participate to a greater extent.'! 

Accordingly, overall, the motivational force to exert efforts to participate in the standard-setting 
process is adequately explained by the valence or attractiveness of participating in this process and the 
likelihood that the practitioner would have sufficient time and resources to participate adequately in 
this process. These two variables explain 78.4% of the variation in the motivational force to partici- 
pate. This level is comparable to or better than those obtained in studies of student motivation to exert 
academic effort (Geiger and Cooper 1996, Geiger et al. 1998) and to participate in course (Chen and 
Hoshower 1998) or peer evaluations (Chen and Lou 2004), where the percentage of variation 
explained is from 61 to 79%. It is also in the same range as the 71—83% of variance explained in 
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studies of managers’ intentions to use a decision support system (Snead and Harrell 1994) or to 
implement just-in-time procedures (Griffin and Harrell 1991). 

Our findings confirm and extend those provided by previous participation choice research 
suggesting that costs and benefits are determinants of participation (e.g. Francis 1987, Schalow 
1995, Ang and Gallery 2000). Participation is not only affected by expected benefits (second- 
level outcomes) and costs (availability of time and resources to participate adequately), but 
also by instrumentality, that is, the extent to which participation would lead to attaining the 
expected benefits. 


6. Conclusion, limitations, policy implications and suggestions for future research 


The objective of this study was to gain insight into practitioners decisions to participate in the 
standard-setting process (participation choice) using Vroom's expectancy theory (1964). The 
results suggest that the three second-level outcomes used in this study and the instrumentalities, 
that is, the variables of the valence model, are determinants of the attractiveness of becoming 
involved in the standard-setting process by submitting a comment letter. Further, the variables 
of the force model, that is, the attractiveness of participating in the standard-setting process 
and the expectancy of being able to participate adequately, are determinants of a practitioner's 
motivation (behavioural intention) to participate in the standard-setting process. 

Of the three second-level outcomes, the majority of practitioners feel that having the content 
of accounting standards more adapted to the needs of private enterprises is the most attractive. In 
the force model, valence dominates expectancy as the motivational force for participating in the 
standard-setting process, particularly for women and directors in accounting firms. Finally, prac- 
titioners that have submitted three or more comment letters place less emphasis on the expectancy 
of participating adequately than those that have participated once or twice. In summary, the 
successful application of expectancy theory in this study enables a better understanding of 
practitioners' motivation to participate in the standard-setting process. 

Small accounting firms, which make up the major part of our sample, have traditionally asked 
for simplified accounting standards for private businesses. Their clientele is composed almost 
exclusively of private businesses that see no benefits in the increasingly complex accounting stan- 
dards prevalent in today's era of globalisation. This clientele is not willing to pay additional pro- 
fessional fees to deal with these complexities and often decides to switch from audit and review 
engagements to compilation engagements. This downgrading adversely impacts practitioners’ 
professional fees. 

Small firm practitioners also have to deal with auditing and review standards designed for 
public businesses and incur the related additional costs that their clients are unwilling to bear. 
Given this situation, practitioners would submit a comment letter if it would lead to adapted 
accounting and auditing standards and a renewed interest in audit and review engagements. It 
is worth noting that 86 practitioners actually filed a comment letter in response to the exposure 
draft, Generally Accepted Accounting Principles for Private Enterprises.’ This represents 
55% of the 157 comment letters submitted and constitutes a significant level of participation as 
compared to single-subject standard-setting proposals launched by the AcSB. For example, the 
Cash Flow Statements proposal in 1998 (AcSB 1998) and the Stock-Based Compensation propo- 
sal in 2001 (AcSB 2001), respectively, generated 74 and 24 comment letters from all stakeholder 
groups, including practitioners. These figures indicate practitioners’ interest in the current GAAP 
for private enterprises proposal, as our findings explain. This participation rate, together with our 
sampled practitioners’ participation in the discussion paper Financial Reporting by Private Enter- 
prises (AcSB 2007) and the proposed Framework for Owner Managed Enterprises (CICA 2007), 
illustrates practitioners’ sustained interest in the issue of financial reporting for private enterprises. 


44 5. Durocher and А. Fortin 


- - Our findings help fill a gap in the literature on participation. Previous studies drawing on posi- 
tive accounting theory, the economic theory of democracy, the economics of regulation and 
agency theory explained participation using cost—benefit frameworks, but most of them did 
not explicitly incorporate the ability to influence the outcome in their research designs. Expect- 
ancy theory captures not only benefits, represented by second-level outcomes and costs, rep- 
resented by expectancy (i.e. available time and resources to participate adequately), but also 
instrumentality, that is, the extent to which participation would lead to attaining the expected 
benefits. Moreover, the use of expectancy theory requires the contextualisation of expected 
benefits, thus providing a more comprehensive understanding of participation. 

Our findings have several policy implications at national and international levels. First, they 
suggest that there should be more coordination between accounting and assurance standard- 
setting. The practitioners in our sample were highly motivated to respond to the accounting 
exposure draft if their comments would result in audit and review standards that would be 
adapted to the new accounting standards applicable to private enterprises. In Canada and else- 
where, distinct standard-setting bodies develop accounting and assurance standards. However, 
overlapping issues should be considered concurrently by both bodies. 

Second, instrumentality plays a significant role in practitioners’ intentions to participate. This 
means that stakeholders must feel they have a real opportunity to influence the content of account- 
ing standards, and that the due process is not merely a symbolic tactic to encourage stakeholders 
to believe their voice can be heard (Fogarty et al. 1992, Fogarty 1994). Although it is impossible 
for a standard setter to satisfy the conflicting preferences of all its stakeholders (Demski 1973), the 
justification of decisions is of the utmost importance to demonstrate that the stakeholders’ views 
were at least considered and to explain why these views were not reflected in the final standards, 
where applicable. | 

This study has some limitations that need to be discussed. First, we did not use а random 
sample. Since we selected practitioners that had knowledge of and an interest in the topic, 
caution should be exercised before generalising the results to include all Canadian practitioners. 
Second, whereas practitioners were provided with three possible outcomes of their participation, 
their behavioural intentions may be motivated by important outcomes other than those indicated. 
However, the three outcomes were carefully identified by a literature review and our values of R? 
suggest that the variables considered in thé design explain a significant proportion of the variation 
in the dependent variables. Third, we used only two levels of instrumentality and expectancy (10 
and 90%). In reality, a broader range of levels probably exists, but for practical reasons, we had to 
limit ourselves to the use of only two. This enabled us to use a complete factorial design in which 
each respondent received all the possible combinations of scenarios, thus contributing to the 
robustness of our findings. Finally, we studied only one form of participation (comment letters). 
Since practitioners may be motivated to participate differently (Georgiou 2004), our research 
design could be used in future research to examine other forms of participation intentions. 
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Notes 


1. Whereas some authors have alleged that lobbyists may theoretically adopt strategic behaviors in a 
multi-period /multi-issue standard-setting context (Amershi et al. 1982), the large increase in prac- 
titioners’ participation in projects relating to financial reporting by private enterprises in comparison 
to their participation in other standard-setting projects (see Section 6) suggests that the context-depen- 
dency factor is not trivial in our study. 


10. 


12. 
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The application of IFRS for SMEs is also expected to have an incidence in the USA. In this country, 
smaller companies are allowed to prepare their financial statements using an Other Comprehensive 
Basis of Accounting (OCBOA), such as the income tax basis or the cash basis, as an alternative to 
the complexity of GAAP (O'Dell 1991, Williams 2005). The IFRS for SMEs may now represent 
another reporting alternative for US private companies (Fitzpatrick and Frank 2009). 
А publicly accountable enterprise is an entity that has issued, or is in the process of issuing, debt or 
equity instruments that are, or will be, outstanding and traded in a public market (a domestic or 
foreign stock exchange or an over-the-counter market, including local and regional markets), or that 
holds assets in a fiduciary capacity for a broad group of outsiders as one of its primary businesses 
(ССА 20102). 
Forty-eight responses (59%) were received before and 33 after (41%) the reminder. We tested for non- 
response bias by comparing respondents’ demographics and responses for Decisions A and B before 
and after the reminder. There were no significant differences for any of these variables. 
One regression could not be performed as there was no variability in the dependent variable. The 
average adjusted R? for the five non-significant regressions was 0.008, with a range of —0.179 to 
0.253. This situation is а sign of randomness in these participants’ responses to the various scenarios. 
Nevertheless, the attractiveness of the first outcome may also go beyond self-interest and indicate a 
genuine interest in having the content of accounting standards more adapted to the needs of private 
enterprises. 
Previous studies on participation did not address possible differences in participating behavior accord- 
ing to gender, position in the firm and area of practice. Deegan et al. (1990) found no impact of the size 
of the firm on their position choice. As for the frequency of participation, it was indicated in footnote 1 
that some lobbyists may adopt strategic behaviours in a multi-period/multi-issue standard-setting 
context. Hence, it is pertinent to examine whether the explanatory variables in the valence and expect- 
ancy models are given differing weights (importance) depending on the frequency of participation. 
Seventy-three of the 75 individual regressions were significant for the force model. One regression 
could not be performed as there was no variability in the dependent variable. The adjusted R* for 
the other non-significant regression was 0.005.< ~ 
Vroom (1964) originally assumed that individuals use a multiplicative processing model. However, 
later research has found that most individuals employ additive force models when forming their behav- 
ioural intentions rather than the multiplicative form (Stahl and Harrell 1981, Harrell and Stahl 1984, 
Harrell ef al. 1985, Griffin and Harrell 1991, Snead 1991, Snead and Harrell 1994, Geiger and 
Cooper 1996). As in Snead and Harrell (1994) and Geiger and Cooper (1996), hierarchical regression 
analysis was employed for each respondent to determine if he or she was using multiplicative infor- 
mation processing. This is the case when the R? of a regression model containing the additive main 
effects and the multiplicative combination of expectancy and valence shows a significant increase 
(p < 0.05) over a model containing only the additive main effects. Only nine respondents were exhi- 
biting multiplicative information processing. Further, the increase in R^ that resulted from including 
the interaction term in the regressions was small (mean of 0.15, median of 0.107). These results are 
consistent with prior research cited above. Thus, the additive form of the force model seems to 
have adequately captured the practitioners’ motivational force to participate in the standard-setting 
process and was used to analyse participants' responses. 
The Big 4 auditing firms normally submit comment letters in response to all exposure drafts, irrespec- 
tive of the topic addressed herein. To control for any possible effect from respondents that were 
possibly from Big 4 firms, responses of the four respondents from the largest firms in the sample 
were compared to those of all other respondents. There were no differences between these two 
groups at p x 0.05 for any of the variables from the force or valence models except for the mean 
beta weight for the valence of having the content of accounting standards more adapted to the 
needs of private enterprises (4cc Std) (std beta weight of 0.809 for the 4 respondents from large 
firms and 0.591 for the 71 other respondents, p — 0.041, Mann- Whitney test). The importance 
granted to having adapted standards for private enterprises might be explained by the desire of Big 
4 firms to have the best set of standards for their clients whatever their type, which is in line with 
the fact that they usually respond to all exposure drafts. 
Results for gender, position in accounting firm and degree of participation are similar even if we 
exclude the participants from the four largest firms. 
Since responses to our questionnaire were anonymous, it is not possible to know which of our respon- 


dents subsequently filed a comment letter in response to the exposure draft. Therefore, we cannot 


analyse our results in terms of respondents who filed a comment letter and those who did not. 
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Appendix 


Instructions 


The Accounting Standards Board (AcSB) of the Canadian Institute of Chartered Accountants is in the course 
of developing a separate *made in Canada' set of financial reporting standards for private enterprises. Using 
the existing CICA Handbook as a starting point, the AGSB reconsidered sections that were not relevant to 
private enterprises, or which caused significant concerns for private enterprises in the past. Disclosure 
requirements were also re-evaluated. The AcSB issued its exposure draft of the proposed standards for 
private enterprises in April 2009. As a practitioner, you may choose to participate in the standard-setting 
process by submitting a comment letter in response to the exposure draft. We are interested in practitioners’ 
decisions to participate in the standard-setting process. 

This questionnaire presents 16 hypothetical situations. The wordings of each of the 16 situations are 
identical. Only the associated likelihoods differ, that is, the likelihood of attaining certain outcomes should 
you choose to participate in the standard-setting process by submitting a comment letter and the likelihood 
of your being able to participate effectively in the standard-setting process given the time and resources 
available to you. 

You are asked to make two decisions for each situation: 


* Basedon the assigned likelihood of achieving the three specified outcomes, you must first decide how 
attractive it would be for you to submit a comment letter in response to the exposure draft (DECISION 
А). 

® Next you must decide how much effort to exert in submitting a comment letter (DECISION B), given 
the likelihood provided regarding the time and resources available to you to adequately prepare a 
comment letter. 


Use the information provided with respect to the likelihoods in each situation to reach your decisions. 
There аге no ‘right’ or ‘wrong’ responses, so express your opinions freely. 





| The 16 situations differ only with respect to the likelihoods. They start on the next page. 








Example scenario 


If you submit a comment letter in response to the exposure draft on the proposed standards for Hak enter- 
prises, the likelihoods of attaining the following outcomes are: 


Outcome Likelihood 
The content of accounting standards would be more adapted to the needs of private 
loire c ие и ера ERE НИНЕН (90%) 
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The interest of private enterprises for audit or review ee vs. compilation 


engagements would increase. . Е x .. LOW (10%) 
Audit and review standards would be adapted fo the new accounting ‘standards 5 applicable 
to private enterprises. . паса и ЙИЕК АКЕ RE Sear qe Pee eU erige Ба . . HIGH (90%) 


DECISION A: With the above outcomes and associated likelihood levels in mind, indicate the attractiveness 
to you of submitting a comment letter in response to the exposure draft on the proposed standards for private 
enterprises. 


—5 —4 —3 =2 -1 0 +l +2 +3 +4 +5 
Very unattractive Very attractive 


FURTHER INFORMATION: Preparing a comment letter may require you to exert a great deal of effort. 
The likelihood that you will have sufficient time and resources to adequately prepare a comment mad 


DECISION B: Keeping in mind your attractiveness decision (DECISION A) and the likelihood provided in 
the FURTHER INFORMATION above, indicate the level of effort you would exert in preparing a comment 
letter in response to the exposure draft on the proposed standards for private enterprises. 


0 1 2 3 4 5 6 7 8 9 10 
Zero effort Great deal of effort 
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We examine the impact of positive fair value adjustments on dividend policy. If fair value 
adjustments are transitory in nature and managers are able to assess their implications for 
future earnings, fair value adjustments in net income is expected to have no distribution 
consequences. However, positive fair value adjustments may lead to higher dividends when 
management incorrectly assesses their persistence. This can have a procyclical impact 
because higher dividends increase leverage, and thus risk. We use a Russian setting that 
mandates fair value accounting for financial instruments and requires disclosure of 
unrealised fair value adjustments in income. We find no empirical support for the concern 
that dividends increase in response to positive fair value adjustments. Rather, there is a 
negative relationship between positive fair value adjustments and dividend changes, which 
holds after controlling for dividend policy determinants and any endogenous nature of the 
revaluation decision. We discuss several possible explanations for this finding. 


Keywords: fair value accounting; dividend policy; earnings persistence 


1. Introduction 


Fair value measurement is becoming increasingly important in accounting standards. Regulators 
suggest that fair values lead to improved financial reporting, because fair value numbers are 
timely and more reliable as a decision mechanism (e.g. FASB 2000, para. 36). Consequently, 
investors should benefit from the introduction of fair value accounting because it allows them 
to make better and more informed decisions (Barth and Landsman 1995, Barth 2007). 
However, fair value accounting can lead to large transitory changes in net income (Penman 
2007, Plantin et al. 2008). If relevant stakeholders fail to correctly assess the information in 
earnings components, incorporating volatile fair value adjustments in net income may introduce 
noise in decision-making (Petroni and Wahlen 1995, Cornett et al. 1996, Hung and Subramanyam 
2007). To examine whether fair value accounting has an effect on decision-making, we 
investigate the impact of mark-to-market adjustments on dividend policies. 
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We assess the effect of positive fair value adjustments on dividends using the framework of Lintner 
(1956), which formalises the link between dividends and earnings components (Jagannathan et al. 
2000, Brav et al. 2005). The Lintner framework states that firms aim for a stable dividend development 
in relation to their earnings. If firm management correctly assesses the implications of transitory fair 
value increments for future earnings, fair value adjustments are not distribution relevant, and no 
relationship between fair value adjustments and dividends is expected. However, if management 
judges the adjustments to be persistent, this may impact dividend distributions. Regulators have 
expressed concerns that positive fair value adjustments will lead to increased dividend payouts and 
through this to increased leverage (Enria et al. 2004). This may result in firms being financially over- 
extended and vulnerable to economic shocks (Eckstein and Sinai 1986, Bernanke et al. 1996). Thus, if 
management increases dividends following positive fair value adjustments, this would support the 
assumption that fair value accounting can induce an excessive degree of procyclicality, that is, 
amplify swings in the real economy (Plantin et al. 2008, Laux and Leuz 2009). Therefore, whether 
and how dividend policy is influenced by fair value accounting is an important empirical question. 

We examine the impact of positive fair value adjustments on dividend policy in a sample of 
over 4000 firm-year observations of Russian listed firms during the period 2003—2006. These 
years represent a period of strong economic growth, effectively preceding the financial crisis, 
which hit Russia in 2008. Russian accounting standards mandate marking financial assets to 
their current market values, which were generally higher due to favourable economic conditions. 
Furthermore, companies are required to report fair value adjustments in income and disclose the 
total amount of unrealised fair value adjustments in the footnotes. This provides a unique oppor- 
tunity to directly examine the role of unrealised fair value adjustments in decision-making. 

We find that positive fair value adjustments are associated with relatively lower dividend payouts. 
That is, the dividend payout of revaluing firms is lower than expected based on the level of core 
earnings and economic circumstances. This result holds after controlling for other determinants of 
dividend policy. We also exclude self-selection as a potential alternative explanation for our findings. 
Thus, rather than leading to higher dividend payments, positive fair value adjustments are 
associated with relatively lower dividends. We suggest several explanations for this finding. 

We contribute to the literature on the economic consequences of fair value accounting. 
Fair value accounting has been argued to exacerbate swings in the financial system by either 
increasing leverage during periods of growth (Boyer 2007, Caruana and Pazarbasioglu 2008, 
Plantin et al. 2008) or by inducing contagion in financial markets during economic downturns 
(IMF 2008, Plantin et al. 2008, Hellwig 2009). The former is often proposed to be triggered 
by a distribution of unrealised fair value adjustments (Caruana and Pazarbasioglu 2008, Viñals 
2008). While there is a concern that fair value accounting is procyclical and increases leverage 
during growth periods, the empirical evidence on whether fair value accounting affects 
decision-making is scarce (Beatty 2007). We show that mark-to-market accounting for financial 
instruments does not increase dividends during the period of economic growth. 

The paper is structured as follows. In the next section, we provide a theoretical background for 
the relationship between dividends and earnings components, and the possible impact of fair 
value accounting. In Section 3, we discuss the research setting and the requirements of the 
relevant Russian accounting standards. Section 4 reports results of the analysis, while we 
finish with a conclusion in Section 5. 


2. Theoretical background and hypothesis development 
2.1 Earnings persistence and dividends 


The importance of accounting information in determining dividends for distribution is well 
established (Jensen and Meckling 1976, Watts 1977). The formal link between reported earnings 
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and dividends is proposed in the seminal work of Lintner (1956). According to Lintner’s partial 
adjustment model, companies aim to pay out a certain per cent of permanent or core earnings as 
dividends and slowly adjust their current payouts to the target ratio.’ This implies that dividends 
(or dividend changes) can be modelled as a function of current earnings and past dividend policy, 
as has been found by a number of studies. Fama and Babiak (1968) show that in a sample of US 
firms dividend changes are explained ‘fairly well’ by a regression model including current divi- 
dends, lagged earnings and a constant term. DeAngelo et al. (1992) report that for US firms, the 
decision to cut dividends is strongly influenced by net income in the years surrounding the divi- 
dend decision. The link between earnings and dividends is also found in more recent US data 
(Jagannathan её al. 2000, Brav et al. 2005). The evidence outside the US capital market is 
limited, but points in the same direction. Examining the performance of the Lintner model for 
the German capital market, Goergen et al. (2005) show that earnings are the key determinant 
of dividend changes. Kasanen et al. (1996) find that Finnish companies manage earnings in 
order to meet dividend thresholds. 

The Lintner model predicts that dividends are related to permanent earnings components, 
while transitory components are not distributed (Jagannathan et al. 2000). In this regard, 
Kormendi and Zarowin (1996) find that dividend payouts are higher for firms with more persistent 
earnings. Skinner (2004) shows that the earnings—dividends link deteriorates if income includes 
discretionary components that make current income a less precise indicator of long-run perform- 
ance. Edwards and Mayer (1985) find that managers of the largest UK companies reduce 
dividends only when they are facing a persistent decline in earnings, which suggests that transi- 
tory components are not distribution relevant. Grullon et al. (2002) make a similar point with 
respect to dividend increases and a persistent increase in earnings. Finally, Jagannathan et al. 
(2000) find that in a regression of dividend changes on a proxy for a permanent income 
component and a proxy for a transitory income component, only the former significantly 
affects dividend changes. 


2.2 Hypothesis development 


Since fair values incorporate market expectations about future cash flows and reflect present 
economic conditions, fair value reporting is expected to increase the transparency and decision 
relevance of accounting information (Barth and Clinch 1998, Barth et al. 2001, Hitz 2007). 
However, mark-to-market accounting also introduces additional transitory components in the 
income statement, which may increase the volatility of aggregate income and reduce the 
ability of managers and investors to accurately assess the long-run performance on which to 
base the dividend payout (Petroni and Wahlen 1995, Cornett et al. 1996, Hung and Subramanyam 
2007). Prior studies point to three reasons for an increased volatility under a fair value regime: 
(i) a transitory change in the underlying economics, (ii) a failure to match changes in the fair 
value of assets recognised at fair value with negatively correlated changes in the fair value of 
liabilities not recognised at fair value (Penman 2007, Plantin et al. 2008), and (iii) the inclusion 
of bubble prices into financial statements (Penman 2003). If stakeholders fail to efficiently assess 
the implications of volatile earnings components for future earnings (Sloan 1996, Xie 2001), fair 
value adjustments may ‘provide more noise than information to capital providers and other users 
of financial information’ (CAS Task force 2002, p. 9). Furthermore, Ball (2006) argues that if fair 
value accounting introduces noise into decision-making, it might increase the risks faced by the 
users of accounting information. 

Extant literature suggests that dividends are not related to volatile earnings components 
(Lintner 1956, Jagannathan et al. 2000). To the extent that the fair value adjustments are persist- 
ent, this persistent part should influence the dividend distribution. If fair value adjustments are 
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transitory and thus have no impact on the underlying or core earnings (Ohlson 1999), we predict 
no relationship between positive fair value adjustments and dividends, assuming that stakeholders 
are able to assess the implications of fair value adjustments for future earnings. That is, the 
relationship between core earnings and dividends persists after introducing a positive fair value 
adjustment. This leads to our hypothesis: 


HI: Positive fair value adjustments have no distribution consequences. 


The hypothesis has two underlying assumptions: fair value adjustments are transitory and 
relevant stakeholders (management which proposes the dividend and shareholders who 
approve it) assess the persistence of the fair value adjustments correctly. In this respect, previous 
studies suggest that managers exhibit over-optimism and tend to overestimate implications of 
current earnings for future earnings (Jensen 1993, DeAngelo et al. 1996). Similarly, there is evi- 
dence that investors fail to correctly assess the persistence of earnings components (Sloan 1996, 
Hirshleifer et al. 2004). When the persistence of fair value adjustments is overestimated, positive 
revaluations may be distributed as part of bottom-line income. This line of argument is consistent 
with the concern of the European Central Bank (ECB) that during economic upturns relevant sta- 
keholders may be overly optimistic, possibly resulting in unrealised fair value adjustments being 
distributed as dividends (Enria et al. 2004, p. 8). 

If HI is rejected in favour of a positive effect of fair value adjustments on dividends, introdu- 
cing fair value accounting may have unintended consequences and increase risk through a procy- 
clical impact. During economic upturns, fair value adjustments will be mostly positive. If they are 
distributed, leverage increases. In a banking setting, where fair value adjustments are likely more 
prevalent than in non-financial sectors, both the International Monetary Fund (IMF) and the ECB 
stress the importance of aligning dividend payouts with core earnings rather than with transitory 
adjustments. The IMF states that ‘dividend distributions should only come from realised earnings 
that are not biased by upward cyclical moves [due to fair value adjustments]’ (2008, p. 129). The 
ECB suggests that distributing positive fair value adjustments will inhibit banks’ ability to 
respond to economic shocks, reducing the efficiency and stability of the financial system 
(Enria et al. 2004, p. 8). Similarly, the Banco de Espafia notes that fair value accounting ‘may 
affect the behaviour of bank managers, encouraging undesirable behaviour in terms of appropriate 
risk management. Thus [. . .] a revaluation of assets [. . .] might lead to an increase in the dividend 
payout to shareholders, restricting institutions’ capacity to soften intertemporal shocks’ (Viñals 
2008, p. 124). 


3. Research setting 
3.4 Accounting for financial investments in Russia 


We analyse our hypothesis by examining evidence from Russia, since Russian firms are required 
to report the information which is needed for our tests. Russian accounting standards mandate 
mark-to-market accounting for financial investments with changes in fair values reported in net 
income. The exact amount of unrealised fair value adjustments has to be disclosed in the foot- 
notes, whereas the disclosure requirements of the relevant international accounting standard 
IAS 32 only encouraged reporting this amount during our sample period. Accordingly, previous 
studies have analysed the effect of fair value accounting on decision-making indirectly, by con- 
centrating on the changes in economic behaviour surrounding the introduction of fair value rules 
(Beatty 1995, Hodder et al. 2002, Zhang 2009). Thus, we have a unique setting that allows us to 
directly assess the economic implications of unrealised fair value adjustments. Furthermore, the 
standard mandates fair value accounting only when it is possible to determine the value by 
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reference to a market. Concentrating on mark-to-market increments allows isolating the contami- 
nating effects of more subjective and potentially unreliable mark-to-model estimates. 

Accounting in Russia is largely regulated by the Law on Accounting and the Russian 
Accounting Standards (RAS). The Regulation of 16 March 1998 N 223 ‘On Reforming the 
Russian Accounting Standards in Accordance with the International Financial Reporting 
Standards’ presented a way to move RAS towards IFRS. RAS 19/02 of 10 December 2002 
(‘Accounting for Financial Investments’) is the counterpart to [AS 39. It applies to all financial state- 
ments prepared in the fiscal year 2003 and thereafter. Although substantially shorter than IAS 39, 
RAS 19/02 does require extensive use of fair value accounting. Financial investments — defined to 
include investments in subsidiaries — have to be initially recognised at fair values (which the stan- 
dard calls ‘current market values’). Subsequent measurement depends on the ability of an entity to 
assess the fair value of a financial instrument. Financial investments for which it is possible to 
determine their fair value by reference to a market should be subsequently revalued at fair value. 
Non-quoted instruments are carried at a lower of cost or current estimated value. 

For quoted instruments, the assessment of current market value and revaluation should take 
place at least annually and is allowed to be carried out on a monthly or quarterly basis. The 
changes in fair value are recognised in the income statement, usually at the line ‘other 
income’. A rather unique feature of RAS 19/02 is the requirement to disclose the total amount 
of unrealised fair value adjustments in the notes to financial statements. 


A ee 


3.2 Dividend policy of Russian firms 


Dividend distributions in Russia are regulated by the Law on Stock Corporations, which guaran- 
tees a right of shareholders to receive a dividend (para. 31.2). Similar to other countries, share- 
holders vote on dividends during the shareholder meeting, and the proposed dividends are 
based on the recommendation by the Board of Directors. However, a dividend payout is 
limited to the amount proposed by the Board (para. 42.3). A further constraint on dividend 
payouts is a prohibition of distributions during financial distress or bankruptcy. 

: To the best of our knowledge, there is no systematic evidence on dividend policies in Russia. 
To provide some description, we compare the dividend policies of Russian companies to dividend 
policies in European countries and emerging markets reported in previous studies (Mitton 2004, 
Denis and Osobov 2008, von Eije and Meggison 2008). These studies rely on Worldscope data and 
report information on dividend payouts and the propensity to pay dividends as late as 2003. As the 
database coverage is biased towards larger firms, we also rely on Worldscope and replicate the data 
selection procedure in Denis and Osobov (2008) to obtain comparable statistics for the Russian 
market.” This leads to a sample of 110 firm-year observations over the period 2000—2003. 

We compare the magnitude of dividend payout and the propensity to pay dividends. Average 
dividend payout is 10% of net income in 2000, growing to 23% of net income in 2003. The 
average payout ratio for the sub-sample of firms with non-zero dividends ranges between 15 
and 34%. While the dividend payout ratio in Russia is smaller than in major EU markets 
(e.g. French companies distributed 40—50% of profit during the same period), both the 
Russian and the EU market show an upward trend in payouts between 2000 and 2003 (von 
Eije and Meggison 2008). Relative to other emerging markets, the dividend-to-income and the 
dividend-to-sales ratio of Russian companies is close to payouts reported for South Korea 
(Mitton 2004). Low dividend payouts in Russia may be explained by a need of funds for 
modernisation and growth and by weak investor protection (La Porta et al. 2000). 

While the dividend payouts of Russian companies tend to be low, the number of dividend 
paying companies is high. For example, 62% of sample companies paid dividends in 2002. 
This compares with 19% in the USA, 5196 in Germany and 63% in France in the same year 
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(Denis and Osobov 2008). Furthermore, while developed markets show a decrease in the propen- 
sity to pay dividends, the percentage of dividend payers in Russia remains relatively stable at 67% 
in 2000 and 68% in 2003. 


4. Empirical findings 
41 Sample selection and descriptive statistics 


We analyse a sample of Russian public companies listed on RTS, RTS Board and/or MICEX. The 
data is obtained from the information disclosure agency SKRIN, which provides detailed financial 
data for a comprehensive set of Russian public companies.) SKRIN is a part of ће RTS Group, 
the operator of the Russian Trading System (RTS), and obtains financial data directly from the 
issuers. Our sample period spans 2003—2006, where 2003 is the first year when financial invest- 
ments had to be revalued in accordance with RAS 19/02. We use firm-years with available 
accounting data and delete a small fraction of observations reporting downward fair value adjust- 
ments (n = 9) as they are not a focus of our analysis.* Our final sample consists of 4424 firm-year 
observations representing 1179 unique firms. The proportion of firms paying dividends is 70%, 
which makes the SKRIN sample comparable to the previously used Worldscope data in terms 
of the propensity to distribute funds. 

Table 1 reports descriptive statistics for the test variables. Surprisingly, during the sample 
period, less than 2% of the sample companies performed a revaluation of long-term or short- 
térm financial assets, even though in 96% of the sample firm-years an investment in short-term 
or long-term financial assets is reported. However, it is not possible to infer which investments 
were quoted and thus should be revalued according to RAS 19/02. 


42 Univariate results 


We first conduct a series of univariate tests. Hypothesis 1 predicts that fair value adjustments have 
no distribution consequences. We analyse this impact by evaluating the changes in dividends of 
revaluing firms relative to non-revaluing firms. Using a first difference in dividends in univariate 
and multivariate tests has an advantage over using the level of dividends, as it controls for 


Table 1. Descriptive statistics. 


Variable Mean Std dev. Q1 Median Q3 

NI, 0.06021 0.18026 0.00158 0.03491 0.11132 
МЕ] 0.03747 0.18962 0.00065 0.02590 0.08613 
ВЕТ, 0.00018 0.00432 0 0 0 

REV Пи 0.01582 0.12480 0 0 0 

ADIV; 0.00485 0.03369 — 0.00001 0 0.00502 
DIV4—, 0.00790 0.02397 0 0.00047 0.00722 
SIZE, 20.72505 1.84787 19.63802 20.66124 21.85203 
LEV; 0.19729 0.26373 0.01238 0.11180 0.30088 
GROWTH; 0.36433 1.35360 0.00641 0.17771 0.37946 
CASH; 0.03606 0.06899 0.00272 0.01146 0.03713 


Note: Data sample represents 4424 firm-year observations of Russian public companies listed on RTS, MMVB and/or RTS 
Board. NL, (NI4—,) is net income in year ¢ (t — 1), while REV;, is positive fair value adjustments due to revaluations of 
short-term and long-term financial assets in year 1. REV D, is an indicator variable equalling one if a company 
revalued financial assets in year £ and zero otherwise. ОГИ, апа АРГУ, are lagged dividends and change in 
dividends, respectively. All variables except indicators are scaled by avcrage total assets. SIZE; is the natural logarithm 
of total assets at the beginning of the year, while LEV;, is financial leverage defined as a ratio of total debt to total 
assets. GROWTH; is percentage change in sales. CASH; is cash balance defined as cash scaled by average total assets. 
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unobservable characteristics as long as they are fixed at а firm level (Francis and Lennox 2008). 
Furthermore, we account for scale differences across firms, as our tests may be unduly influenced 
by observations with large scale (Easton 1998, Easton and Sommers 2003). Lo and Lys (2000), 
for example, show that a failure to control for scale in tests using dividends may lead to spurious 
inferences. We use two approaches to deal with scale differences. First, treating scale as a corre- 
lated omitted variable (Barth and Kallapur 1996), we correct for the scale by regressing firm-level 
dividend changes on the natural logarithm of total assets. We use the residual from this regression 
as our measure of scale-adjusted dividend changes. Second, we deflate by size, as measured by 
average total assets (see Easton and Sommers 2003 for arguments in favour of deflation). 

Panel A of Table 2 shows that while 36% of firms in the non-revaluation sub-sample report 
higher dividends, only 14% of firms reporting positive fair value adjustments increase their divi- 
dends. The difference is significant based on а y’-test. Panel B compares the means of dividends 
and shows that dividends are significantly lower in the revaluation sub-sample (p = 0.021 for 
scale-adjusted dividends and p = 0.039 for dividends deflated by total assets). Adjusting 
(average) total assets for the effect of revaluation leads to very similar results (untabulated 
p-values equal 0.021 and 0.040, respectively). As an additional test, we also evaluate companies’ 
payout ratios. Following H1, we expect firms with positive fair value adjustments to distribute a 
similar portion of core earnings (i.e. income before fair value adjustments) as non-revaluers. The 
final test in Panel B shows that the dividend changes-to-earnings ratio of firms reporting positive 
fair value adjustments is lower? Altogether we reject H1: fair value adjustments do have 
distribution consequences. However, our empirical evidence also does not lend support for 
concerns that fair value adjustments lead to exaggerated payouts during the periods of economic 
growth. To the contrary, we find that dividend payouts of firms with positive fair value 
adjustments are lower. 


Table 2. Univariate tests. 


Panel A. Descriptive evidence 





Scale-adjusted dividend changes (л) 
0 














«0 > Total 
Non-revaluers 2798 1556 4354 
Revaluers 60 10 70 
Total 2858 1566 4424 
X -test 13.86*** 
Panel B. Comparison of the means 
N Scale-adjusted Dividend changes Dividend changes 

dividend changes to total assets to earnings 
Non-revaluers 4354 5495.7 0.00492 0.1754 
Revaluers 70 — 341,835.3 0.00031 0.0160 
Difference (t-test) 2.36** 2.10** 2.58** 


Note: The table reports comparisons between two samples: *Non-revaluers' are observations with no fair value 
adjustments and ‘Revaluers’ are observations with non-zero upward revaluations. Data sample represents 4424 firm- 
year observations of Russian public companies listed on RTS, MMVB and/or RTS Board. Panel A reports the number 
of observations conditional on the sign of scale-adjusted dividend changes. The bottom of the panel reports the x^-test 
testing for an equal distribution of upward and downward dividend changes in both samples. Panel B compares the 
means between sub-samples. Scale-adjusted dividend changes is a residual from the regression of raw dividend 
changes on the natural logarithm of total assets. Dividend changes to total assets is the ratio of dividend changes to 
total assets. Dividend changes to earnings uses nct income before fair value adjustments in the denominator (loss 
observations are deleted). *** and ** indicate statistical significance at the 1 and 5% levels (two-tailed), respectively. 
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43 Multivariate tests 


Our hypothesis is conditional on the persistence of fair value adjustments. To assess the impli- 
cations of upward fair value adjustments for future earnings, we use an earnings persistence 
regression similar to Sloan (1996). We regress net income on lagged net income before revalua- 
tions and lagged revaluation income, but results are very similar if we use net income before fair 
value adjustments as the dependent variable. We define the model as follows: 


NI, = Yo + УМВКЕ 4, + КЕ + & (1) 


where NI; is net income in year t, NIBREV;,_, is net income before fair value adjustments in year 
1—1, and REV;,_, is the mark-to-market increment on (revaluation of) short-term and long-term 
financial assets in year t— 1. All variables are scaled by average total assets as in Sloan (1996). We 
check the sensitivity of our multivariate results to the choice of deflator by re-scaling all variables 
by lagged total assets and average total assets adjusted for the effect of a revaluation. This miti- 
gates the concern that revaluation affects the deflator via the current year's assets. These 
additional tests do not change the inferences of our analysis. 

The sign and the magnitude of y, depend on the persistence of positive fair value adjustments. 
If fair value adjustments are fully transitory the coefficient on REV;,.., is predicted to be zero. 
If fair value adjustments convey some information about future earnings, у; should be larger 
than zero for good news and smaller than zero if fair value adjustments indicate a deterioration 
in future performance. 

Results of estimating Model (1) are reported in Table 3. We use heteroscedasticity-corrected 
standard errors adjusted for clustering at the firm level (see Petersen 2009). There is no strong 
evidence to suggest that fair value adjustments are persistent. The coefficient on y, reported in 
column (а) is not significant (p = 0.401). In column (b) we replace КЕИ, by REV Dj,..i, 
which is an indicator variable equalling one if a company revalued financial assets upwards in 
year t— 1 and zero if no revaluation occurred. This mitigates the influence of extreme observations 
on our results. The coefficient on REV. Dj,.., is positive and statistically significant (p = 0.045). 
According to H1 this may contribute to a positive relationship between fair value adjustments and 
dividends. 

We next evaluate the impact of the revaluation and historical cost components on dividends. 
Isolating the effect of accounting standards requires a well-specified model of economic behav- 
iour (Beatty 2007), which usually poses a challenge to empirical research on accounting choice. 
Our research design requires specifying a model for expected dividends to assess any impact of 
fair value accounting. We use Lintner's partial adjustment model (1956) to assess the relationship 
between earnings components and the dividend policy. Our initial set of independent variables is 
based on Fama and Babiak (1968), who use lagged dividends and current and lagged earnings. 
We again use total assets as deflator (Fama and French 2002). A similar model specification is 
used in Brav et al. (2005) and Goergen et al. (2005), but with some differences in the choice 
of the scale variable and the right-hand-side variables. We return to this issue in Section 4.4. 

We run the following regression: 


ADIV = og + a Ми + oo NI. + o3 DIVs + Ei Q) 


where ADIV; and DIV;,.., are dividend changes from year t— 1 to year ѓ and lagged dividends, 
respectively; М, and NI, ; are net income in year ¢ and t— 1. АН variables are scaled by 
average total assets. : : 


а 
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Table 3. Earnings persistence analysis. 


Variables (a) (b) 
Constant 0.044 0.044 
(7.40)*** (7.42)*** 
МВКЕУ 1 0.428 0.428 
(2.81)*** (2.81)*** 
REV; 0.948 
(0.84) 
REV Dii 0.054 
(2.01)** 
N 4424 4424 
Adj. R? 0.20 0.20 


Note: ***, ** and * indicate statistical significance at the 1, 5 and 10% levels (two-tailed), 
respectively, Data sample represents 4424 firm-ycar observations of Russian public companies 
listed on RTS, MMVB and/or RTS Board. Dependent variable is АП net income in year t. 
Independent variables: NJBREV,,_; is net income before fair value adjustments in year / — 1. 
ВЕУ, is positive fair value adjustments due to revaluations of short-term and long-term 
financial assets in year / — 1. АП variables are scaled by average total assets. REV. Dj, is an 
indicator variable equalling one if a company revalued financial assets in year / — 1 and zero 
otherwise. The t-statistics (in parentheses) are based on hetcroscedasticity corrected standard 
errors adjusted for clustering at the firm level. 


Ree 


In the next step we decompose net income into net income before revaluation of financial 
investments (our proxy for core earnings) and fair value adjustments: 


ADIV; = Во + В МВКЕГ, + B NIBREV 1 + В,КЕЎ + ByDIVit_1 + би (3) 


where all variables are defined as previously. We evaluate whether H1 holds by looking at the sign 
and statistical significance of the coefficient on fair value adjustments (АЕУ,,). If fair value adjust- 
ments are transitory and investors are able to assess their implications for future earnings, H1 pre- 
dicts that fair value adjustments are not distributed and Вз = 0. Given our inconclusive results on 
the persistence of fair value adjustments, we might also expect Вз > 0. In contrast, if relevant 
stakeholders fail to correctly assess the persistence of fair value adjustments, we expect Вз > 0 
and В; = Вз. That is, firms pay out a similar proportion of fair value adjustments and core earnings. 

Results of estimating Models (2) and (3) are shown in Table 4. Consistent with the Lintner 
framework and prior evidence, column (a) reports a negative coefficient on lagged dividends 
and a positive coefficient on contemporaneous net income. Similarly, the effect of income 
before revaluations reported in column (b) is positive and statistically significant. In contrast, 
the coefficient on REV; is negative and statistically significant at the conventional level (р = 
0.031). We find that after controlling for the level of core earnings, the association between posi- 
tive fair value adjustments and the change in dividends is negative. This result is consistent with 
our univariate evidence and is robust to a number of alternative specifications. In column (c), we 
find a negative and highly significant coefficient on REV. Di indicating that our results are not 
driven by extreme cases. In columns (d) and (e), we extend the model and control for other deter- 
minants of the dividend policy. Noting that signalling (Bhattacharya 1979, Rees 1997, Fama and 
French 1998) and agency costs (Easterbrook 1984, Jensen 1986) have been proposed as drivers of 
dividend payouts, we extend the original Lintner framework by including SJZE;, LEV; and 
GROWTH, to control for the cross-sectional variation in the dividend policy (which might be cor- 
related with the decision to revalue financial assets). SIZE; is the natural logarithm of total assets 
at the beginning of the year, LEV; is financial leverage defined as the ratio of total debt to total 
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Table 4. Dividend policy analysis. 
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Variables (a) (b) (c) (d) (e) 
Constant 0.008 0.008 0.008 — 0.021 — 0.023 
(5.75y** (5.76)*** (5.81)*** (3.51)*** (3.62)*** 
М 0.010 
(2.26)** 
МИ 0.007 
(2.09) "* 
NIBREV;, 0.010 0.010 0.013 0.013 
(2.25)** (2.27)** (2.69)*** (2.70y"** 
NIBREV;,- 0.007 0.007 0.007 0.007 
(2.09)** (2.09)** (1.97)** (1.97)** 
REV, —0.078 —0.085 
(2.17)** (2.09)** 
REV Dy | —0.005 —0.008 
(3.05)*** (4.01)*** 
РТУ — 0.464 — 0.464 — 0.464 — 0.481 — 0.482 
(2.97)*** (2.97 у (2,97 "= (3.09)*** (3.10)*** 
SIZE, 0.001 0.001 
(4.33)*** (4.42)*** 
LEV, 0.011 0.011 
(3.61)*** (3.61)*** 
GROWTH, — 0.001 — 0.001 
(4,47 у ++ (4.45)*** 
CASH, 0.004 0.005 
(0.55) (0.60) 
N 4424 4424 4424 4424 4424 
Adj. R? 0.11 0.11 0.11 0.12 0.13 


Моје; ***, ** and * indicate statistical significance at the 1, 5 and 10% levels (two-tailed), respectively. Data sample 
represents 4424 firm-year observations of Russian public companies listed on RTS, MMVB and/or RTS Board. 
Dependent variable is ADIV; defined as change in dividends. Independent variables: Мр, (NJj,-1) is net income in year 
t (t — 1), while VIBREV; (NIBREV;,_) is net income before fair value adjustments in year t (t — 1). REV; is positive 
fair value adjustments duc to revaluations of short-term and long-term financial assets in year t. REV ШО; is an 
indicator variable equalling one if a company revalued financial assets in year and zero otherwise. РТУ is lagged 
dividends. All variables except indicators are scaled by average total assets. SIZE; is the natural logarithm of total 
assets at the beginning of the year, while LEV; is financial leverage defined as a ratio of total debt to total assets. 
GROWTH, is a percentage change in sales. CASH;, is cash balance defined as cash scaled by average total assets. The 
t-statistics (in parentheses) are based on heteroscedasticity corrected standard errors adjusted for clustering at the firm level. 


assets, while GROWTH; is the percentage change in sales. Furthermore, we control for financial 
constraints by including CASH; which is scaled cash balance. After including the additional 
control variables, the negative effect of fair value adjustments is somewhat more pronounced 
in economic and statistical terms. 

Finally, to control for the conservative nature of dividend policy, we assess the sensitivity of 
our results to the trend in core earnings. We split the sample in firms reporting positive and nega- 
tive core earnings chànge. Our analysis (untabulated) shows that the coefficient on REV Dj, in 
equation (e) is negative and equals —0.006 (p — 0.006) and —0.010 (p — 0.002) for a sub- 
sample of firms reporting an increase and a decrease in NIBREV,,, respectively. 


4.4 Robustness tests 


We conduct a number of sensitivity tests assessing the robustness of our results to the choice of 
model specification, set of independent variables and scaling. In terms of model specification, we 
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note that Brav et al. (2005) and Leary and Michaely (2008) apply the Lintner model without con- 
trolling for lagged earnings. Our findings remain very similar when we estimate a restricted model 
with only the current level of earnings. 

We further assess the sensitivity to the use of alternative scalers. Consistent with the model 
application in Goergen et al. (2005), we scale all model variables by book equity. This does 
not change the inferences of our analysis. While some recent studies estimate the Lintner 
model using per-share variables (e.g. Leary and Michaely 2008), scaling by the number of out- 
standing shares is unlikely to mitigate the scale bias (Easton 1998, Easton and Sommers 
2003). We also note that our results are unlikely to be driven by the choice of the deflator, as 
our findings are similar when tests are replicated using firm-level unscaled data. 

We also analyse whether other determinants of dividend payouts influence our results. 
We control for year fixed effects by including year dummies. The effect of industry affiliation 
(see La Porta et al. 2000) is measured by including a set of industry dummies. We manually 
assign companies to one of 11 industry groups based on the description of business activity 
reported in SKRIN. We use the NAICS industry classification in deriving 11 industries that 
include construction, transportation, mining and oil, and services as distinct categories. We 
also include company age, measured by the number of years since registration, and capital 
intensity, the ratio of fixed assets to total assets (Brav et al. 2005, DeAngelo et al. 2006). 
Finally, anecdotal evidence suggests that Russian firms may increase dividends prior to share 
offerings and subsequently decrease them. For example, utility companies that were spun off 
by Unified Energy System, increased dividends-before going public (RBK Daily 11 April 2007 
and 14 May 2007). Magnitogorsk Iron and Steel Co. paid out almost 90% of profit as dividends 
prior to its IPO in 2006, reverting this policy towards substantially lower dividends after the IPO 
(Freedmann 2008). Therefore, we control for net share issues, which we approximate as the 
change in book value of equity that is unexplained by dividends and net income.’ The power 
of the tests increases only slightly after including these variables and our findings remain 
robust: the coefficients on REV; and REV _ Dy are significantly negative. 


4.5 Endogeneity issues 


Previous research suggests that companies may have substantial discretion in the iiis of 
revaluation (Hilton and O'Brien 2009). Thus, the decision to revalue financial assets may be 
systematic. Issues of sample selection bias are rather typical for research on accounting choice 
(Beatty 2007), and they may bias the results of our tests. We employ propensity score matching 
to assess whether self-selection affects the inferences of our analysis. We model the revaluation 
decision as a function of factors that were previously found to affect accounting choice 
(Leuz 2003). We use the following probit regression: 


REV Di = фо + pı МВКЕК | + QSIZE; + ЛЕК + q4GROWTH; + 9s СА$Н + vi (4) 


where REV. Dj, is an indicator variable equalling one if a company revalued financial assets in 
year ¢ and zero otherwise. Our independent variables are profitability (defined as lagged return 
on average assets), size, leverage, growth and cash balance, where all variables are defined as pre- 
viously. While the first four variables are typically used as accounting choice determinants, cash 
balance is included in the equation to test whether revaluations coincide with periods when firms 
are financially constrained. 

Results for Model (4) are reported in Panel A of Table 5 and indicate that larger firms 
(p < 0.001), more profitable firms (р = 0.051) and firms with a larger cash balance (p = 0.020) 
are more likely to revalue financial investments. Leverage and growth seem to have no significant 
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Table 5. Endogeneity issues. 





Panel A. Modelling the choice to revalue financial assets (probit regression) 





Independent variables 





Dependent variable Constant NIBREV,..| SIZE; LEV; GROWTH; CASH, 
REV. D, — 6.613 0.576 0.202 0.124 0.041 1.379 
(8.63)*** (1.95)* (5.78)*** (0.73) (1.49) (2.32)** 
N 4424 
Pseudo R° 0.10 
Panel В. Dividend policy analysis for a matched sample (OLS) 
Variables | (а) (b) 
Constant 0.008 0.011 
(3.31)*** (4.01)*** 
МВКЕУ, — 0.022 – 0.016 
(0.66) (0.47) 
МВКЕУ 1 0.040 0.036 
(1.47) (1.35) 
REV; —0.132 
(2.05)** 
REV Пи —0.009 
(1,79) 
Ру — 0.400 —0.420 
(1.79)* (1.95)* 
N 152 152 
Adj. R? 0.04 0.05 


Note: ***, ** and * indicate statistical significance at the 1, 5 and 10% levels (two-tailed), respectively. Data sample 
represents 4424 firm-year observations of Russian public companies listed on RTS, MMVB and/or RTS Board. 
МВКЕУ, (NIBREV;,_;) is net income before fair value adjustments in year t (t — 1). КЕР, 1 is positive fair value 
adjustments. due to revaluations of short-term and long-term financial assets in year t — 1. REV Dj, is an indicator 
variable equalling one if a company revalued financial assets in year г and zero otherwise. DIV, is lagged dividends. 
All variables except indicators are scaled by average total assets. SIZE;, is the natural logarithm of total assets at the 
beginning of the year, while LEV; is financial leverage defined as a ratio of total debt to total assets. GROWTH; is a 
percentage change. in sales. CASH;, is cash balance defined as cash scaled by average total assets. In Panel A, the 
z-statistics (in parentheses) are adjusted for misspecification of the underlying model and clustering at the firm level. 
Panel B reports results of ће OLS regressions using scaled dividend changes (ADIV,,) as the dependent variable. Each 
revaluation observation is matched to at least one non-revaluation observation. Observations are matched based on 
fitted values of REV Dj, from a probit model using NIBREV,_,, SIZE;, and CASH, as independent variables. The 
t-statistics (in parentheses) are based on standard errors robust to both serial correlation and heteroscedasticity 
(Huber/White standard errors). 


impact on the corporate accounting choice (p — 0.463 and 0.137, respectively). Model fit statistics 
indicate that the choice to revalue is systematic (Wald у = 46.27, p < 0.001). This may lead to 
selection bias in the dividend regression, which uses fair value adjustments as an independent 
variable. It should be noted though that all the factors positively associated with the 
revaluation decision (i.e. profitability, size and cash balance) are also indicative of higher divi- 
dends. Therefore, selection bias (if any) may bias the coefficient on fair value adjustments 
upwards, while we find a negative coefficient. 

To formally test whether selection bias affects our inferences, we use a matched sample of 
firms that are similar in terms of economic characteristics. Each revaluation observation is 
matched to at least one non-revaluation observation using propensity score matching. Obser- 
vations are matched based on fitted values of REV. Dj, from a reduced version of Model (4) 
using only variables that were found to be statistically significant (NIBREV; 1, SIZE, and 


~ 
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CASH,). Results are qualitatively similar if we use the unrestricted model. The procedure results 
in a sample of 152 data points, where 70 firm-years report a positive fair value adjustment and the 
‘remaining sample represents firms that according to their characteristics cannot be distinguished 
from revaluers (i.e. a control group or ‘counterfactual revaluers"). Our additional tests confirm that 
the matching procedure worked well as revaluers cannot be distinguished from a control group in 
terms of any previously used economic characteristics.” 

Using this newly created matched sample, we replicate results for Model (2) and report this 
estimation in Panel B of Table 5.'? The performance of the model deteriorates and the coefficient 
on earnings is now insignificant. The power of the tests decreases as we constrain the firms to have 
largely the same characteristics, which substantially reduces the variation in profitability and 
creates a very homogenous sample. Nevertheless, even in this homogenous sample the coefficient 
on fair value adjustments remains negative and significant at the conventional level. Therefore, 
our results reject H1 and indicate that in all likelihood fair value adjustments lead to lower divi- 
dend payouts. 


4.6 Why the negative relationship? 


We find that upward fair value revaluations are negatively related to dividend changes: firms with 
upward fair value adjustments increase their dividend significantly less than firms that do not 
: record fair value adjustments. In this section, we propose two potential explanations for this 
firm behaviour. +75 

A first explanation is that managers may use fair value gains opportunistically to justify a 
relatively lower level of dividends. Managers have a general preference for internal funds over 
sharing profits with outside investors, because this leaves more funds at their disposition (Pinko- 
witz et al. 2006). However, offering dividends that are below market expectations may lead to 
negative stock market reactions (Ghosh and Woolridge 1988, Brav et al. 2005) and may 
damage the firm’s reputation vis-a-vis financial markets (Gomes 1996). To reduce reputational 
damage, managers may refer to unrealised and transitory fair value components as an explanation 
for a relatively lower dividend payout. This view is consistent with anecdotal evidence that 
Russian companies use fair value adjustments as an excuse for reducing dividends (Uspensky 
2008). If opportunistic use of fair value accounting explains our result, the negative effect of 
fair value adjustments is likely to be concentrated in companies with weak corporate governance 
mechanisms. However, we do not have data on ownership concentration or board composition to 
test this assumption. 

A second explanation is that upward fair value adjustments may be correlated with an unob- 
servable managerial response to high growth.!! While using dividend changes as the dependent 
variable in Model (2) controls for the effect of unobservables that are constant over time, variable 
effects remain unaccounted for. Managers may realise that the high sales growth’? is unlikely to 
be persistent over a longer period due to a general mean reversion of growth or due to a reduction 
in consumer demand fuelled by cheap credit. In this case, maintaining a dividend payout based 
on the level of income before revaluations may increase a firm’s riskiness, which may explain 
relatively lower dividends. Alternatively, high growth triggers expansion and investments.’ 
As dividend decisions are made after considering investment needs (Brav et al. 2005), managers 
may pay relatively lower dividends to finance investments, leading to the observed negative 
relationship between dividends and unrealised fair value gains. 


5. Conclusion 


We contribute. to the fair value debate by examining the link between positive fair value adjust- 
ments and changes in firms’ dividend policy. Fair value components are expected to be volatile, 
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and the usefulness of fair value accounting is likely to depend on stakeholders’ ability to accu- 
rately assess the persistence of the adjustments and understand their implications for future 
earnings. We analyse the incremental relationship between fair value adjustments and dividends 
using the Lintner framework, which allows controlling for the level of core earnings and past divi- 
dend policy. We hypothesise that if fair value adjustments are transitory and investors efficiently 
process such information, fair value increments should have no distribution consequences. 
We evaluate this hypothesis using a large sample of companies from the Russian stock market. 
The Russian setting provides a unique opportunity to directly assess the effects of fair value 
adjustments, because accounting standard RAS 19/02 mandates reporting unrealised fair value 
adjustments in income and requires disclosing the amount in the footnotes. 

Our univariate tests suggest that firms reporting positive fair value adjustments have a signifi- 
cantly lower increase in dividends than firms with no fair value adjustments. We further show that 
positive fair value adjustments are negatively related to dividend changes, after controlling for 
earnings before revaluations, lagged dividends and a number of control variables. Our results 
remain robust to a number of sensitivity checks, including using alternative scale variables and 
additional control variables. We also make careful attempts to control for a potentially endogen- 
ous nature of revaluations. Relying on propensity score matching, we replicate our results for a 
matched sample of firms that do not differ in terms of observable economic characteristics. We 
still find that the effect of positive fair value adjustments is negative and is statistically significant. 
We briefly discuss both opportunistic and rational managerial behaviour as possible explanations, 
but cannot evaluate which one holds based on our data. 

We contribute to the literature on the economic consequences of fair value accounting by 
evaluating the impact of verifiable fair value estimates. Rather than having a procyclical 
impact on dividends, as suggested by regulators, positive fair value adjustments are associated 
with lower dividend payouts. 
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Notes 


1. Core (permanent, sustainable) earnings are defined as income after excluding items, which аге transi- 
tory in nature. Collins et al. (1999) proxy for core earnings with income before extraordinary items, 
discontinued operations, cumulative effects of accounting changes and tax-adjusted special items. 
In our tests, we differentiate between earnings before revaluatians — our raw estimate of core earnings 
— and fair value adjustments. 

2. Ме exclude observations for which financial data or information on common dividends is missing and 
for which the primary outstanding security is not common stock. Furthermore, we drop financial com- 
panies and utilities, although keeping them in the sample does not change our inferences. 

3. Worldscope covers mostly large firms and does not provide information on the amount of fair value 
adjustments reported in income. 

4. Including these observations in the control (i.e. non-revaluation) sub-sample does not materially affect 
our results. Results of these tests, as well as of all other robustness checks, are available from the 
authors on request. 

5. Asin La Porta et al. (2000) we calculate the payout ratio after deleting firms with negative earnings 
before fair value adjustments. We have also replaced earnings with earnings changes in the denomi- 
nator of this ratio and concentrated on the sample of firms reporting positive earnings changes. 
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Results of this analysis are qualitatively similar and suggest that revaluers do not fully adjust their divi- 
dends to a change in core earnings. 

6. In addition to differencing the dependent variable and earnings (indirectly, via using lagged earnings) 
to control for unobservable characteristics, we also run the model using a difference in fair value 
adjustments, with similar results. 

7. Ву construction, our measure of net share issues also includes dirty surplus adjustments. 

8. Wealso test whether selection bias affects our inferences by fitting the two-step treatment effects model 
(see Maddala 1983, Leuz and Verrecchia 2000), where the treatment variable REV. Dj, is conditioned 
on size, leverage, growth, profitability and cash. In the first step, the probit regression (4) is used to 
produce a selection hazard (inverse Mills ratio). In the second step, the dividend policy regression 
(model (e) in Panel B of Table 5) is augmented with the inverse Mills ratio. Testing the null hypothesis 
that the coefficient on Mills ratio is zero represents a test for sample selectivity. This test indicates that 
self-selection is not an issue (z = 1.08, p = 0.281). As the two-stage selection procedure is expected to 
produce inferior results (Francis and Lennox 2008), we chose to report results based on the propensity 
score matching. 

9. The Wald Y? of Model (4) estimated for a matched sample equals 2.63 (р = 0.757). Furthermore, the t- 
tests show that revaluers cannot be distinguished from a control sample in terms of size, growth, lever- 
age, (current and lagged) profitability, cash balance and lagged dividends. 

10. Ош inferences are based on standard errors robust to both serial correlation and heteroscedasticity 
(Huber/White standard errors). We do not cluster by firm, as most firms now have only one 
observation. 

11. Ме thank an anonymous reviewer for suggesting this explanation. 

12. The median annual growth in sales was 18% during our sample period (see Table 1). 

13. Aggregate investments have substantially increased in each year during our sample period. Based on 
data of the Russian Federal State Statistic Service we estimate that the average growth in investments 
in fixed assets was 28% during our sample period. 
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This paper assesses the capital market effects of investor relations activities during a period of 
high-profile corporate scandals. We find no support for the prediction that an established 
reputation for effective investor relations helped shield US firms from a perceived decline in 
management credibility and financial reporting integrity associated with Enron and related 
scandals. On the contrary, tests reveal that firms with an established reputation for superior 
investor relations activities fared worse on a series of market-related factors. Results suggest 
that distrust in corporate reporting practices spilled over to investor relations practices, and 
that best practice investor relations programmes developed during normal market conditions 
offered little protection from systemic declines in investor confidence arising from the 
corporate misdeeds of other firms. 
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1. Introduction 


The process of communication between companies and external audiences has evolved signifi- 
cantly. Amongst these changes, radical development in investor relations has been observed, 
such that the function has evolved into a full-time professional operation in many firms 
(Marston and Straker 2001, Marston 2008). High-profile accounting and corporate governance 
scandals such as Enron, coupled with the legal and regulatory responses to these scandals, raise 
important questions about the role played by corporate communications generally and investor 
relations in particular (Allen 2002, Argenti et al. 2005). Beginning with Enron, the wave of 
high-profile accounting and corporate governance scandals that engulfed US financial markets 
during 2001 and 2002 placed corporate credibility under the microscope and led to both a crisis 
in investor confidence and increased investor scepticism about capital market valuations (Allen 
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2002, Bratton 2002, Asthana et al. 2008). Against this backdrop, we explore the role of investor 
relations in helping to maintain the trust and confidence of investors. Our empirical tests contrast a 
sample of 122 companies recognised for their superior investor relations practices by the US 
Investor Relations Magazine Awards (IRMA) with a matched control sample of non-IRMA firms. 

Our tests seek to distinguish empirically between the following two competing views of inves- 
tor relations. Proponents of investor relations argue that effective investor relations have a positive 
impact on firm share price because more informative, timely and accurate communication helps 
improve the reliability of investors’ valuation models and build corporate reputation (Brennan and 
Tamarowski 2000, Metzker 2002, Bushee and Miller 2010, Jong et al. 2007, Agarwal et al. 2008). 
If this is the case then firms with high-quality investor relations are expected to have experienced a 
less pronounced decline in investor confidence between October 2001 and September 2002 (here- 
inafter referred to as the scandal period) relative to our control sample. The alternative view of 
investor relations is that such activities merely involve a sophisticated repackaging of available 
information and therefore have little impact on investor confidence (Farragher et al. 1994). 
Indeed, heightened market scepticism over the perceived lack of management credibility could 
have led cynical investors to view investor relations as little more than a corporate marketing 
device designed to exaggerate stocks’ prospects and put a positive spin on reported performance. 
From this viewpoint, firms associated with active investor relations programmes may have fared 
little better (or even worse) during this scandal period relative to our control sample. 

Empirical tests compare a series of market-related variables and outcomes for IRMA and non- 
IRMA firms during a window spanning the period October 2001 through September 2002. Our 
first set of tests examines the stock price reaction of IRMA and control firms to Enron-related 
news of financial reporting failures. The aim of these contagion tests is to assess how market par- 
ticipants viewed firms with active investor relations programmes relative to firms with less estab- 
lished communication records. Results provide no support for the prediction that an established 
reputation for effective investor relations helped shield firms from the systematic decline in inves- 
tor confidence experienced during this period. On the contrary, results indicate that firms with 
active investor relations programmes suffered larger stock price falls relative to firms in the 
control sample. In our second set of tests we examine relative changes over the pre- to post- 
scandal period in a series of variables indentified by Bushee and Miller (2010) as being influenced 
positively by investor relations activity. The variables include press coverage, trading volume and 
analyst coverage. In so far as a reputation for high-quality investor relations serves to insulate 
firms against a general decline in investor sentiment, IRMA firms are expected to have experi- 
enced less negative shocks to these variables over the scandal period compared with the non- 
IRMA control sample. However, results of our differences-in-differences tests suggest that 
IRMA firms experienced a more pronounced decline in press coverage, trading volume and 
analyst coverage relative to their non-IRMA counterparts. Collectively, these results cast doubt 
on the positive role that effective investor relations is predicted to play in upholding trust and con- 
fidence of investors, at least during turbulent market conditions. Our findings also suggest that 
the reputation of the investor relations industry may have been tarnished during this period. 

Our study contributes to the small body of research investigating the capital market effects of 
investor relations. Both Bushee and Miller (2010) and Agarwal et al. (2008) document capital 
market benefits arising from increased investor relations activities. On the other hand, Farragher 
et al. (1994) fail to find any significant relation between the quality of investor relations and the 
accuracy of analysts' forecasts. To the extent that investor relations departments strive to enhance 
communication in an effort to build trust between firms and the market, one might expect the role 
and effect of investor relations to be particularly important during a period of deteriorating market 
confidence in the credibility and integrity of corporate America. While prior research explores the 
role of investor relations under regular market conditions, ours is the first study to consider the 
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costs and benefits of investor relations activities when the general standards of corporate honesty 
are called into question. On balance our results suggest that during periods of heightened market · 
scepticism concerning accounting quality and management credibility, a reputation for superior 
investor relations performance provides no guarantee that a firm will be insulated from declines 
in investor confidence arising from the corporate misdeeds of other firms. In fact, there is some 
evidence that distrust in corporate reporting practices led to heightened scepticism about investor 
relations practices in general. | 

The remainder of ће paper is organised as follows. The next section reviews the extant litera- 
ture. Section 3 develops our research question. Section 4 describes the measure of investor 
relations quality and Section 5 provides details of our research design. Section 6 describes the 
sample selection process and presents descriptive statistics. Empirical results and additional 
robustness tests are presented in Section 7. Section 8 concludes. 


2. Prior research 


Theoretical support linking investor relations with improved valuation comes predominately from 
the disclosure literature. In Diamond and Verrecchia (1991), adverse selection costs of trading 
reduce stock liquidity, thereby depressing stock price. Effective investor relations in the form 
of superior disclosure is predicted to help reduce adverse selection problems, thereby improving 
stock liquidity and raising stock price.’ Theory also suggests that investor relations can help boost 
stock prices when investors have limited awareness or incomplete information. In Merton (1987), 
risk-averse investors avoid stocks about which they know nothing. By improving investor aware- 
ness of a firm, the investor relations function can help broaden the investor base and hence 
increase stock price (through improved risk sharing). 

Agarwal et al. (2008) examine the market value of investor relations activity using Investor 
Relations Magazine Investor Relations Awards nominees as a proxy for investor relations quality. 
Consistent with effective investor relations reducing risks associated with high information asym- 
metry, they document that firms in receipt of a nomination earn superior abnormal returns and 
enjoy increased stock liquidity during the post-award period. In related work, Bushee and 
Miller (2010) examine 210 small and mid-cap US firms that hired investor relations consultants 
to develop their communication strategy. Consistent with the predicted benefits of investor 
relations, significant increases in corporate disclosures, media coverage, analyst following and 
institutional ownership are detected following the decision to hire an investor relations pro- 
fessional. Their findings are consistent with Lang and Lundholm (1996), Francis её al. (1997), 
Bushee and Noe (2000) and Chang et al. (2008). Bushee and Miller (2010) also report statistically 
significant pricing gains (measured as a decrease in the book-to-price ratio) for firms hiring the 
services of an investor relations consultant. In an Australian context, Chang et al. (2008) use a 
web-based survey to rate firms? investor relations practices and find that firms engaging in con- 
tinuous, high-quality disclosure benefit from lower information asymmetry and smaller infor- 
mation asymmetry shocks around earnings announcements. 

Survey research conducted by Marston (2008) among the top 500 UK companies finds that 
although the creation of shareholder value is one of the most important issues discussed at inves- 
tor relations meetings, investor relations professionals also highlight the importance of ensuring 
securities are fairly priced. Marston (2004) documents similar results among the top 500 Euro- 
pean companies where she finds agreement amongst investor relations professionals that the 
activity helps reduce share price volatility, improve liquidity and lower the cost of capital. The 
survey also highlighted the importance investor relations professionals place on investor meetings 
that provide management with an opportunity to demonstrate the quality of the executive team 
and to receive feedback from analysts and investors. Argenti et al. (2005) conducted 50 
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interviews with prominent CEOs, CFOs and various investor relations professionals and found 
consensus that investor relations should be seen as an integral and valuable part of firms’ 
corporate strategy. 

Nevertheless, many market participants remain sceptical about the practical value of corporate 
investor relations programmes. In a survey of over 1000 members of the Association for Invest- 
ment Management and Research (now the CFA Institute), only 31% of respondents considered 
investor relations to be a ‘very or extremely important’ source of information, while 62% 
thought the quality of information emanating from corporate investor relations departments 
was average to poor. One explanation for this unfavourable view is that investor relations officers 
have insufficient access to top management. As Rich Wyler (CFA Institute spokesman) points out, 
‘[M]ost IR officers are middle-level managers, and the 28 percent who are corporate officers are 
frequently left out of the corporate information flow in a way that general counsel would never be’ 
(Connelly 2005, р. 44). Further, as one analyst commented, ‘[A]lthough not universally true, most 
corporate investor relations programs are increasingly focusing оп... promoting only the positive 
aspects of the corporate story’ (IRMA Report 2002, p. 11). 


3. Research question and setting 


Prior research suggests that investment in investor relations can generate positive returns for firms 
during non-crisis periods. We aim to extend existing research in this area by testing whether these 
returns are preserved when corporate credibility is called into question.” In particular, we seek 
evidence on the link between the perceived quality of firms' investor relations activities and 
market behaviour during a period of heightened investor scepticism over accounting quality 
and management credibility. Our decision to focus on a period of increased investor scepticism 
is motivated by Brennan and Tamarowski's conjecture (2000, p. 37) that the reputation benefits 
associated with an effective investor relations strategy are likely to be particularly pronounced 
during periods when corporate credibility is called into question. 

Between October 2001 and September 2002, the financial reporting atmosphere in the USA 
was contaminated with suspicion in response to a series of accounting scandals. In addition to 
spectacular reporting failures at Enron, Global Crossing, Tyco and WorldCom, this period in 
US financial reporting history witnessed record numbers of firms restating previously published 
results following discovery of material reporting errors and irregularities (Gleason et al. 2008). 
Further, as Gleason et а!. (2008) demonstrate, the costs associated with these accounting failures 
were not confined to scandal firms: loss of investor confidence in the integrity of financial report- 
ing and in management credibility more generally was widespread. This window therefore pro- 
vides an interesting experimental setting in which to assess the reputational impact of investor 
relations when confidence in the honesty of management is subject to close scrutiny.’ 

The precise impact of investor relations during our test period is difficult to predict ex ante. If 
the role of investor relations is to minimise investor risk by providing corporate information that is 
clear, understandable and credible, and if such information risks are not fully diversifiable then 
more effective investor relations can lower perceived risk (and ultimately firms’ cost of 
capital). Investor relations proponents, therefore, suggest that a communication strategy based 
on timely, transparent and unbiased reporting helps build trust and maintain management credi- 
bility (Brennan and Tamarowski 2000, Bushee and Miller 2010). According to this view one 
would expect firms with a reputation for high-quality investor relations to have been viewed 
with less suspicion by market participants, resulting in superior market performance during our 
event period relative to firms with less effective investor relations programmes. 

An alternative view is that the accounting scandals occurring during this period served to 
undermine the credibility of corporate communications activities generally, and investor relations 
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practices in particular (Holmes Report 2002). Survey and anecdotal evidence provide some 
support for this view (IRMA Report 2002, 2003). For example, 27% (21%) of respondents to 
the 2003 (2002) IRMA survey indicated that they had formed a more negative view of investor 
relations during 2002 (2001). As one senior sell-side analyst commented, ‘[I] am tired of the 
shameless promotionalism [sic] and outright lies — investor disinformation is perhaps a more 
appropriate term than investor relations’ (IRMA Report 2002, p. 11).* Under such conditions, 
cynical investors may be more inclined to view investor relations as a corporate marketing 
device designed to exaggerate stocks’ prospects and put a positive spin on reported performance. 
Rather than being reassured during this period by the presence of a prominent investor relations 
programme, increasingly sceptical investors may have associated investor relations activities with 
excessive corporate spin. Accordingly, firms with high-profile investor relations activities may 
have suffered similar or even disproportionately greater reputation losses during 2001 and 
2002 compared to firms with no track record of investor relations activity. 

A third possibility is that investors’ perceptions of corporate credibility are independent of 
investor relations activities, in which case the capital market costs imposed on firms during our 
test period will be unrelated to investor relations quality. In the absence of clear theoretical and prac- 
tical guidance on this issue, the link between firms’ investor relations activities and the market’s 
assessment of managerial credibility is an empirical issue on which our paper seeks evidence. 


4. Measuring investor relations quality = - 


We measure investor relations quality using survey data obtained by the IRMA over the TN: 
1996 through 2001. Beginning in 1996, the IRMA has published an annual report that seeks to 
‘track changes in the investor relations industry, assess investors’ information needs, and draw 
attention to companies that have distinguished themselves through their investor relations 
performance’ (IRMA Report 2002, p. 3). Each year's report presents results of an extensive 
survey of investors' perceptions of corporate investor relations practices. Further details of the 
IRMA reports are summarised in an Appendix. 

Previous empirical studies of disclosure quality have typically relied on Association for 
Investment Management and Research (AIMR) surveys as a basis for scoring firms on their inves- 
tor relations performance (e.g. Farragher et al. 1994, Lang and Lundholm 1996, Bushee and Noe 
2000). However, the AIMR discontinued its disclosure rankings in 1997 after ranking fiscal year 
1995. The IRMA data used in this study offers several advantages over the AIMR data.” First, the 
IRMA survey respondents are allowed an unrestricted choice of firms from which to select, 
whereas the AIMR data were tightly restricted to certain industries (as well as to larger firms 
within a chosen industry). Second, because the IRMA reports classify investor relations effective- 
ness within size categories, we are able to investigate perceived investor relations quality control- 
ling for size effects. Finally, the IRMA survey polls the views of both investment professionals 
and retail investors. Given the growth in equity ownership by retail investors in the USA (Invest- 
ment Company Institute and the Securities Industry Association 2005), effective communication 
with this group of shareholders is becoming an increasingly important component of firms’ inves- 
tor relations strategy that was overlooked by the AIMR data. 


5. Research design 


The failure of Enron provides a unique opportunity to investigate whether investor relations repu- 
tation affects capital market outcomes. Two complementary approaches are used to investigate the 
link between investor relations performance and the extent of the capital market costs imposed on 
US firms during 2001 and 2002. First, we test whether stock market contagion effects associated 
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with news of financial reporting failures varied as a function of investor relations performance. 
Second, we test for abnormal changes over the pre- and post-scandal periods in a range of firm- 
level variables predicted to be associated with investor confidence. Both approaches employ a 
matched-sample design to control for factors that might otherwise be correlated with investor 
relations quality. Our control sample consists of firms that do not feature in the 1996—2001 IRMA 
research reports (referred to as non-IRMA firms). Details of both approaches are outlined below. 


51 Contagion tests 
5.1.1 Univariate analysis 


As a preliminary step we test whether the stock price reaction to news of financial reporting scan- 
dals varied as a function of non-scandal firms’ perceived investor relations quality, before attempt- 
ing to control for extraneous factors. 

Prior research on stock price contagion documents significant market reactions for non- 
announcing firms to news of accounting restatements (Xu et al. 2006, Gleason et al. 2008), bank- 
ruptcy filings (Lang and Stulz 1992, Ferris et al. 1997) and the Enron collapse (Callen and Morel 
2003). If effective investor relations helps preserve management credibility in times of heightened 
market concems about financial reporting quality then high-quality investor relations firms are 
expected to have suffered significantly less negative contagion effects around key event dates 
compared to less aggressive investor relations firms. Conversely, if the systemic decline in 
market confidence concerning financial reporting practices and management integrity also 
tainted investors’ perceptions of corporate investor relations generally, then proactive investor 
relations firms may have experienced similar or even greater contagion effects as investors reas- 
sessed the implications of current and past disclosures for firm performance and value. 

The period preceding enactment of the Sarbanes—Oxley Act (SOX) in 2002 provides a related 
setting in which to test the relation between investor relations quality and the capital market. SOX 
was introduced specifically to address problems associated with Enron and related scandals. 
However, confidence fluctuated over whether SOX would be enacted, providing an opportunity 
to assess the faith market participants placed in investor relations (Jain and Rezaee 2006). More 
specifically, in so far as effective investor relations firms were already perceived to be delivering 
credible information to the market, lower quality investor relations firms are expected to have 
been penalised more heavily by the market in response to unfavourable events that decreased 
the Act's perceived probability of enactment. 

Prior research documents a series of events associated with Enron and the development of 
SOX that resulted in systemic capital market effects. Our primary analysis focuses on eight 
key event dates in 2001 and 2002 that prior research identifies as having generated the largest 
market-wide effects.’ Three-day event windows centred on each of these eight dates are соп- 
structed. Further details of our event dates and associated announcement windows are summar- 
ised in Table 1. 

We examine the average stock price reaction of IRMA and matched (non-IRMA) firms to 
these eight events. Non-IRMA firms are matched on industry, size and book-to-market to be com- 
parable with IRMA firms in terms of risk. (See Section 6 for further details of the matching pro- 
cedure employed.) For each event window we compute the average abnormal return (ААК) as 
follows: 
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Table 1. Details of short window event dates. 
Event News date Study Detail Event window 
Event] 8 November Chaney and Philipich (2002), Enron restates its financial 7-11 
2001 Doogar et al. (2007) statements for the previous November 
five years and the SEC 2001 
requested documents from 
Andersen. 
Event2 12 December Chaney and Philipich (2002), Andersen’s CEO admits ata 11—13 
2001 Rauterkus and Song (2005), Congressional testimony December 
Doogar et al. (2007) Andersen made an error. 2001 
Event3 10 January Chaney and Philipich (2002), Andersen notified the SEC, 9—11 January 
2002 Doogar et al. (2007), the Department of Justice 2002 
Asthana et al. (2008) and Congress that it had 
shredded Enron-related 
audit-working papers. 
Event4 2-4 February Chaney and Philipich (2002), Andersen announces creation 1—5 February 
2002 Rauterkus and Song (2005), of an independent oversight 2002 
Asthana et al. (2008) board, plus release of the 
"Powers Report detailing 
extensive problems in the 
audit of Enron and reveals 
that the national office of 
| Andersen was aware of 
oe these problems. 
Event 5 14 March Rauterkus and Song (2005), 105 federal prosecutors 13—15 March 
2002 Krishnamurthy её al. charged Andersen with a 2002 
(2006), Doogar et al. single count of obstruction 
(2007) of justice. 
Event 6 20 June 2002 Jain and Rezaee (2006) SEC proposed creation ofa 19—21 June 
nine-member Public 2002 
Company Accounting 
Oversight Board to oversee 
the accounting profession. 
Event 7 9 July 2002 Jain and Rezaee (2006), President's Wall Street 8—10 July 
Zhang (2007), Li et al. speech: President Bush 2002 
(2008) makes proposal for 
Securities Law Reform 
calling for new ethic of 
personal responsibility in 
the business community. 
Through 8-12 July 2002, 
Senate considers S. 2673. 
On 10 July the Senate 
passes amendment to 
strengthen criminal 
penalties. 
Event8 19 July 2002 Jain and Rezaee (2006), Uncertainties voiced in a 18—22 July 
Zhang (2007) Conference Committee 2002 
meeting regarding the form, 
content and enactment of 
SOX. 
Notes: 


а. The table presents the eight events we have identified from prior literature, related to the Enron and Andersen debacle 
and legislative events related to the eventual passage of thc SOX Act, suggested to have the biggest market reaction. 
b. Three-day event windows centred on each of the cight identified dates are constructed. 
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where n is the number of firms in the sample, ¢ represents an event day, d; is the number of days in 
event period i, Rj; is firm j’s day t stock return in event period i, В! represents returns for firms in 
the IRMA sample, and R” are returns for firms in the non-IRMA sample. We also examine the 
aggregate average abnormal return (TAAR) computed across all eight events:” 


8 
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AAR and TAAR can be viewed as the pay-off from a hedge-return strategy that involves going long 
in IRMA firms and short in matched non-IRMA firms. If investor relations served to maintain firms’ 
reputation during this period, the mean difference in raw returns between IRMA and non-IRMA 
firms over the event windows will be positive. Alternatively, differences will be negative if distrust 
in corporate reporting practices spilled over to firms with active investor relations programmes. 


512 Multivariate tests 


As a second step, we explore the cross-sectional relation between event-related stock returns and 
investor relations quality after controlling for other firm-level factors that might influence stock 
return reactions to these events. One such factor is auditor reputation. While the accounting scan- 
dals clearly reduced confidence in the auditing profession, it is possible that firms audited by 
Andersen were hit harder by the accounting scandals compared to firms audited by other firms 
(Callen and Morel 2003, Asthana et al. 2008). To control for this possibility, we include an 
indicator variable for Andersen clients. Other potential risk factors that might explain differences 
in returns include size, book-to-market, firm profitability, sales growth and leverage (Fama and 
French 1995, Bushee and Noe 2000). Finally, we also control for industry membership in case 
contagion effects were more pronounced in certain sectors. Accordingly, we estimate the 
following regression for each event i: 


CRy =a; + Ви у + ВАА; + BySIZE; + B4,BTM; + BsROA; + BoSG; + ВЕЕТ, (3) 
+ Bg ND.MANF; + BoJND_WHL; + Bio МР-ЗЕКУ; + ву. 

The dependent variable (CR) is firm j’s three-day cumulative return (centred on the announce- 
ment day) for event i: CRy = УЕ, Riz. Definitions for explanatory variables are as follows: JR 
is an indicator variable taking the value of one if the firm is from the IRMA sample and zero other- 
wise; AA is an indicator variable taking the value of one if the firm is audited by Andersen and 
zero otherwise; SIZE is the natural logarithm of the market value of equity (Lang and Lundholm 
1996); BTM is the book value to price ratio (Bushee and Noe 2000); ROA represents operating 
income after depreciation (Compustat DATA178) scaled by total assets; SG is sales growth (Com- 
pustat DATA 12) (Bushee and Noe 2000); LEV is leverage, defined as the ratio of long-term debt to 
total assets (Bushee and Noe 2000), and IND_MANF, IND_WHL and IND_SERY are indicator 
variables representing the Manufacturing, Wholesale and Services industries, respectively. !° 
All explanatory variables are measured immediately prior to the start of our event period. 
Although we use a matched pairs design in the univariate analysis, Equation (3) is estimated 
on a pooled basis. Failure to control for the matched pairs structure of the data is expected to 
reduce the power of our multivariate tests. : 

One limitation of estimating Equation (3) by OLS is the possibility of producing biased 
standard errors for coefficient estimates when there is cross-sectional correlation and 
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heteroscedasticity in the residuals. Cross-sectional correlation is particularly likely in our setting 
since our eight news events were expected to impact all firms in the market at the same time. To 
address these problems we adopt the estimation procedure proposed by Sefcik and Thompson 
(1986) which uses portfolios constructed by weighting observations to account for cross-sectional 
correlation and heteroscedasticity. The method involves constructing P portfolios, where P is the 
number of intercepts and explanatory variables in Equation (3). Returns for each portfolio on day t 
are computed as 


where АЁ is the return for portfolio p on day t, R, is an N х 1 vector of individual firms’ returns 


on day ¢ (N is the number of firms), and Wi isal x N vector of weights for portfolio p. The vector 
weights are from the following matrix: i 


wi 
W 


| 


: [qox (5) 
А 
where X is an N х Р matrix. Each of ће rows in matrix Wis a unique set of portfolio weights 
corresponding to an explanatory variable that are then used in Equation (4) to compute portfolio 
returns. The resulting portfolio daily returns are then regressed on the market return and event 
variables. Sefcik and Thompson (1986) show that with appropriate selection of portfolio 
weights, estimates of portfolio abnormal returns are identical to coefficient estimates from 
cross-sectional regressions. The weighting procedure accounts for potential collinearities 
among firm characteristics and provides an opportunity to evaluate the relative importance of 
different firm characteristics in explaining the market reaction to our eight news events. "! 


5.2 Investment viability and analysts’ earnings forecasts tests 


Prior research documents a range of market-related benefits associated with informative disclos- 
ure practices including greater press and analyst coverage, more accurate analyst earnings fore- 
casts, lower book-to-price ratios, less dispersion among individual analyst forecasts, lower 
volatility in forecast revisions and lower volatility in returns (Bushee and Noe 2000, Bushee 
and Miller 2010). Higher trading volume, press coverage and analyst following are indicative 
of greater interest in the stock. Improved accuracy of analyst forecasts, lower forecast dispersion 
and lower return volatility are evidence that analysts are better able to predict and agree on 
expected earnings performance.'? 

Analysing the association between changes in these variables and corporate investor relations 
performance provides an alternative means of evaluating the costs and benefits of investor 
relations activity. In particular, if investor relations served to maintain firms’ reputation during 
the period in question, changes in trading volume, analyst coverage and press coverage should 
be positively associated with investor relations quality, while changes in forecast dispersion 
and forecast error, and book-to-price and earnings-to-price should be negatively associated 
with investor relations quality. Alternatively, no difference (a reversal) in these associations 
would indicate that investor relations firms fared no better (worse) relative to control firms. 

To compute the change in investment viability attributes we measure and compare variables 
over the pre-scandal (September 2000— August 2001) and post-scandal (September 2002— August 
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2003) periods. The pre-scandal period end date is 31 August 2001, one month before the start of 
the first major accounting scandal (Enron). By September 2002, the start of the post-scandal 
period, the majority of the accounting scandals had come to light. We proxy firms’ press coverage 
by counting the number of articles related to each firm in the Wall Street Journal (WSJ) during the 
pre- and post-scandal periods. The company search is restricted to the citation and abstract to 
increase the chances of finding articles related to a particular firm.'* Trading activity is measured 
as the natural logarithm of annual share volume. We use annual earnings forecast properties for 
the first year-end preceding 31 August 2000 and 31 August 2003 to compute our analyst forecast 
variables. We take the number of analysts issuing an annual earnings forecast in the last month 
prior to the earnings announcement for both years as a proxy for analyst following. We 
assume zero analyst following for 4 firms in the IRMA sample and 15 firms in the non-IRMA 
sample that are absent from I/B/E/S. Forecast dispersion for both years is measured as the stan- 
dard deviation of earnings per share (eps) estimates in the last month prior to the earnings 
announcement, scaled by the stock price on the last day of the fiscal year-end. Forecast accuracy 
is measured as the absolute difference between actual eps and median forecasted eps, deflated by 
stock price on the last day of the fiscal year-end for both years. The last consensus forecast for 
each firm prior to the earnings announcement is used to compute forecast error.'* We deflate fore- 
cast error by the year-end stock price to address scale problems (Lang and Lundholm 1996). 


6. Sample, data and descriptive statistics 


We use the 1996—2001 IRMA reports to construct our sample of firms deemed to have operated 
effective investor relations programmes. Firms achieving either winner or honourable mention 
status in a given year are classified as having effective investor relations programmes. We omit 
financial firms (SIC codes 6000—6999) and firms operating in other regulated industries (SIC 
codes 4000—4999) as the role of investor relations may differ in these industries. Finally, 
because the focus of our analysis relates to the period October 2001 through September 2002, 
we retain only those firms with price data available on CRSP for this entire period. Applying 
these sampling criteria yields a final sample of 122 firms deemed to have operated an effective 
investor relations programme іп at least one year between 1995 and 2000.'? Details of the 
sample selection process are presented in Table 2. 

Results reveal considerable industry clustering: the majority of observations in our sample are 
drawn from the Manufacturing sector (59%), followed by Services (25%), Wholesale and Retail 
(13%), and Mining and Construction (3%). Reasons for this sample clustering are unclear and 
beyond the scope of our analysis. Since in subsequent analyses sample firms are matched with 
an industry control group, we do not expect such concentration to bias our tests to any significant 
degree. We are nevertheless mindful that industry clustering may reduce the generalisability of 
our findings to sectors not included in our final sample. 

Our control sample of firms that did not feature in the IRMA reports is matched with IRMA 
firms on the basis of industry, size and book-to-market ratio using the following sequential sort 
procedure. For each firm-year in the IRMA sample, we identify all non-IRMA sample firms on 
the CRSP database in the same one-digit SIC category that (a) received no mention of their inves- 
tor relations practices in any of the 1996—2001 IRMA reports, (b) had at least two years of price 
data prior to the IRMA award-year, and (c) had price data for our event period. The first criterion 
helps maximise potential differences in investor relations quality across IRMA and control firm 
samples. The second criterion guarantees that control firms existed at the time the IRMA award 
was made and as such were part of the universe of active stocks from which survey respondents 
made their selection. The third criterion ensures that control firms were active during our test 
period. Industry-matched non-IRMA firms are then ranked by market capitalisation measured 
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Table 2. Sample selection. 


Total number of firms mentioned in 1996-2003 IRMA reports 947 
Less: 
Firms missing from CRSP (including Asia-Pacific IR in the US, European IR in the US, 155 
Latin America IR in the US categories) 


Firms appearing in the 2002 or 2003 reports 217 
Book value of shareholders’ funds not available on Compustat 5 
Firms not achieving ‘Winner’ or ‘Honourable Mention’ status 368 


Firms in the Most Improved IR, M&A Investor Relations, IR during Friendly Takeover, В 37 
during Contested Takeover and IR for an IPO categories 


Financial firms (SIC groups 6000—6999) 21 
Firms operating in other regulated industries (SIC groups 4000—4999) 18 
Market data not available for the event period (August 2001—September 2002) 4 
(825) 
Final sample 122 
Notes: 


a. The IRMA reports include three distinct categories within each award, that is, Winners, Honourable Mentions and 
Mentions, We exclude firms from the sample that only got a mention to increase the power of the tests. 

b. The same firm can appear in more than one award category in each year and can appear in more than one award year. 
Our sample consists of the number of unique firms from the period 1996—2001. 

c. Someofthe award categories were *closed' as they have a restricted potential winners sample due to its nature. These 
were Most Improved IR, M&A Investor Relations, IR during Friendly Takeover, IR during Contested Takeover and IR. 
for an IPO. Firms in these categories were excluded fróm the sample due to their contentious nature. 

d. Weomit financial firms (SIC codes 6000—6999) and firms operating in other regulated industries (SIC codes 4000— 
4999) because the role of investor relations practices in these industries is likely to differ significantly from the 
investor relations activities of firms operating in unregulated industries. 


at 31 August 2001 and assigned to one of 20 equal-sized portfolios. Finally, the control firm in the 
same industry-market capitalisation portfolio as our IRMA firm that minimises the difference in 
book-to-market ratios was selected. 

Table 3 presents mean and median characteristics for IRMA and non-IRMA firms immedi- 
ately prior to the start of our event period. 

This comparison provides evidence on company attributes associated with our proxy for 
investor relations quality. We examine three size measures: log of market value of equity 
(SIZE), total assets (4SSETS) and sales (SALES).!" In addition, we report two measures of firm 
performance: one-year compounded monthly returns (RET) and return on assets (ROA). We 
report two measures of growth: the earnings-to-price ratio (EP) and book-to-market (BM). 
We also examine leverage (LEV), press coverage (PRESS) and trading volume (VOL). Finally, 
we compute analyst forecast characteristics including analyst following (4NAL), forecast error 
(ERROR) and forecast dispersion (DISP). 

Material differences between IRMA and non-IRMA firms are apparent for a number of vari- 
ables examined. Means and median values of SIZE, ASSETS and SALES are significantly larger 
for IRMA firms. compared to their respective control firms, suggesting that our matching pro- 
cedure did not succeed in eliminating all size differences. (Multivariate tests reported in Table 
6 control explicitly for these residual size effects.) IRMA firms also perform worse than their 
поп ТЕМА counterparts during the pre-event period in terms of both accounting (ROA) and 
market-based (RET) metrics. Consistent with results documented by Bushee and Miller (2010), 
IRMA firms are associated with significantly higher press coverage and analyst following. 
IRMA firms also display significantly higher trading activity during the pre-event period. 
Contrary to Lang and Lundholm (1996) but consistent with Farragher её al. (1994), we find no 
significant difference in forecast error properties between the two samples. Unlike Farragher 
et al. (1994), however, we also fail to find any significant difference in forecast dispersion. 
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Table 3. Summary siatistics of differences between IRMA and non-IRMA samples. 


p-value for 
IRMA sample Control sample difference 
Variable N Mean Median Mean Median Means Medians 
SIZE 122 15.631 15.682 15.221 15.565 0.001 0.001 
RET 122 —0.176 —0.100 0.134 0.185 0.001 0.001 
ВМ 121 0.301 0.286 0.316 0.283 0.913 0.467 
ЕР 121 —0.097 0.040 — 0.022 0.043 0.357 0.586 
PRESS 122 17.795 8.000 5.689 2.000 0.001 0.001 
VOL 122 15.443 15.468 14.449 14.556 0.001 0.001 
ASSETS 121 14799 441 7588 2932 0.074 0.045 
LEV 121 0.156 0.111 0.190 0.163 0.150 0.064 
SALES 121 12451 4198 7440 2565 0.033 0.145 
ROA 121 0.097 0.110 0.101 0.131 0.844 0.856 
ERROR Mean 98 0.002 0.000 0.004 0.001 0.467 0.679 
ERROR Med 98 0.002 0.000 0.004 0.001 0.404 0.146 
DISP 102 0.002 0.001 0.003 0.000 0.768 0.691 


ANAL 122 16.828 17.000 10.959 12.000 0.001 0.001 


Note: 

a. This table provides means and medians for firm characteristics before the event period. The IRMA sample refers to the 
sample of effective investor relations firms and the control column refers to the control sample matched on industry, 
size and BM. The last two columns test for differences in the mean and median between samples. SIZE is the log of the 
market value of equity, RET is the one-year monthly compounded stock returns, BM is the book value—price ratio, EP 
is the earnings~price ratio, PRESS is number of articles mentioning the company in the Wall Street Journal, VOL is the 
log of annual share volume, ANAL is the number of analysts providing an annual earnings forecast, ERROR is the 
absolute value of the analyst forecast error, deflated by the price at fiscal year-end, DISP is the standard deviation 
of forecasts deflated by stock price, ASSETS measures Total Assets (Compustat DATA6), LEV measures leverage 
by Long-Term Debt (Compustat DATA9) scaled by Total Assets, SALES represents Sales (Compustat DATA12) 
and ROA represents Operating Income After Depreciation (Compustat DATA178) scaled by Total Assets. 


Although analyst forecast properties are similar for both samples, results for our other investment 
viability variables indicate that our measure of investor relations quality is indeed capturing the 
underlying construct. 


7. Results 
7.1 Contagion tests 
7.1.1 Univariate results 


Table 4 presents descriptive statistics and results of the raw return analysis for the eight event 
windows. 

‚ Positive differences in the average returns between IRMA and matching non-IRMA firms 
indicate that IRMA firms’ returns are on average higher than their non-IRMA counterparts 
over the event window. Only for Event 1 is the average raw return difference found to be positive 
and significant at conventional test levels. Contrary to the prediction that effective investor 
relations helped insulate firms from the negative contagion effects triggered by Enron and 
associated scandals, mean and median return differences are negative for six of the eight event 
windows, three of which are significant using a two-tailed parametric ttest (Events 2, 4 and 6) 
and four of which are significant based on two-tailed non-parametric tests (Events 2, 4, 5 
and 6). Moreover, these negative three-day returns appear to be economically significant. For 
example, —0.009 on the JR variable for. Event 6 equates to а loss of 66% on a compound 
annual basis. 


= 
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Table 4. Testing the difference in average returns between matched IRMA and non-IRMA firms. 


Probability values 
Event N Mean Std dev. Min Median Max t-test Sign Wilcoxon 
Event 1 122 0.005 0.047 — 0.254 0.003 0.229 0.043 0.075 0.042 


Event 2 122  —0.007 0.050 —0.401 — 0.003 0.151 0.009 0.158 0.045 
Event 3 122 —– 0.001 0.035 —0.125 — 0.002 0.222 0.564 0.321 0.286 


Event 4 122 — 0.005 0.048 — 0.299 —0.004 0.229 0.035 0.005 0.001 
Event 5 122 — 0.003 0.040 — 0.328 —0.004 0.166 0.144 0.040 0.056 
Event 6 122 — 0.009 0.045 — 0.286 —0.005 0.170 0.000 0.001 0.000 
Event 7 122 0.000 0.054 —0.210 0.002 0.524 0.904 0.562 0.883 
Event 8 122  —0.002 0.051 — 0.243 — 0.001 0.279 0.379 0.712 0.744 
АП Events 122 — 0.003 0.047 — 0.401 —0.002 0.524 0.001 0.002 0.000 
Notes: 


a. The first column indicates the event window and the third column shows the mean difference in the raw returns 
between the matched IRMA and non-IRMA firms, over the event window and across the whole sample. We use 
the following equation: 


iat bee) 


j- di = 


x 


b. Refer to Table | for definition of events. 


Aggregating across all event days also reveals statistically significant negative return 
differences between IRMA and their non-IMRA matching counterparts. Similar conclusions 
are apparent for the (untabulated) difference in cumulative raw returns computed over the eight 
short window event periods. Collectively, findings reported in Table 4 provide little support for 
the prediction that firms with effective investor relations fared better during this period. Rather, 
results reveal that firms recognised as having effective investor relations actually fared worse 
when the market received negative news regarding financial reporting credibility. 

Our findings are consistent with the wave of corporate scandals having tarnished the reputation 
of the investor relations industry. While superior investor relations firms traded at a premium prior 
to the event period as a consequence of their communication activities, news of systemic account- 
ing failures caused disproportionately large downgrades for such firms due to concerns over the 
credibility of management generally and corporate communications practices in particular. 
From this perspective, while superior investor relations fails to provide a truly reliable signal of 
corporate credibility and integrity, it nevertheless has the power to influence market valuation. 
During non-crisis periods, effective investor relations may serve to boost investor confidence in 
management and corporate performance, causing such firms to trade at a premium relative to 
their peers with less well-developed communication practices. However, when corporate credi- 
bility and financial reporting integrity are called into question, we conjecture that such firms 
have proportionately more to lose as investors systematically revise downwards their perceptions 
of management quality and financial probity. Paradoxically, therefore, market confidence in firms 
with well-developed communication practices is dented to a larger degree by the accounting 
scandals than for firms with little or no track record in investor relations activities. A competing 
explanation for the return differences reported in Table 4 is due to unmodelled risk differences 
between treatment and control firms. We explore this issue further in our multivariate tests. 

The positive average return difference documented for Event | is worthy of further discussion. 
As this was the earliest event in the test window, we conjecture that the reputation of investor 
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Table 5. Cumulative abnormal returns over the long-run event window (October 2001 – September 2002). 
ТЕМА firms Non-IRMAfirms Portfolio difference Matched firm difference 


Wilcoxon Wilcoxon Z 


Mean Mean t-test Z score t-test score 
12-month CAR (median) М (median) М (p-value) (p-value) (p-value) (p-value) 
Oct 2001—Sept 0.049 122 0.123*** 122 1.16 0.786 —1170 —497.5 

9 (0.113)** 122 (0.175)*** 122 (0.246) (0.432) (0.244) (0.205) 
Notes: 


а. This table shows the market-adjusted cumulative abnormal return for the sample of IRMA firms and non-IRMA firms 
over the 12-month (October 2001—September 2002) event window using monthly return data. Statistical tests were 
performed for differences between the IRMA and non-IRMA sample means and between the matched differences 
between the 122 IRMA and non-IRMA firms. We use the CRSP value-weighted index returns as market index returns. 

b. Significant differences from zero at 10, 5 and 1% are indicated by *, ** and ***, respectively. 


relations activities remained intact at this point and as a consequence this is the only event 
window where IRMA firms experienced fewer market costs relative to their non-IRMA counter- 
parts. Viewed in this way, our findings serve to reinforce the potential benefits of effective investor 
relations during normal market conditions. 

In addition to examining whether there was a differential stock price effect for the two samples 
over the short news event windows, we also test for differential price effects over the whole 12- 
month period between October 2001 and September 2002. Market-adjusted cumulative monthly 
returns for both samples are presented in Table 5.18 

For both samples, after adjusting for the cumulated monthly CRSP value-weighted market 
return, cumulative abnormal returns are significantly positive. Hence both samples outperformed 
the market over the year. However, tests fail to reveal any significant statistical difference between 
the two samples. Accordingly, these null results again fail to support the view that effective inves- 
tor relations helped insulate firms from problems during this period. 


712 Multivariate results 


Table 6 reports results for multivariate tests designed to control for other potential confounding 
factors. 

Findings are consistent with univariate results in so far as they provide no evidence to support 
claims that an effective investor relations programme protected firms against contagion associated 
with corporate financial scandals. In particular, the estimated coefficient on the investor relations 
indicator variable is either indistinguishable from zero (Events 1—5 and 7-8) or significantly 
negative (Event 6) for the eight event windows examined in Table 6. These findings reveal 
that IRMA firms were no better insulated than non-IRMA firms from market downgrades result- 
ing from investor concerns over the integrity of management and financial reporting practices. 
Indeed, although less pronounced than our univariate findings, there is evidence that firms with 
award-winning investor relations programmes were penalised more heavily by the market 
during our event windows compared to non-IRMA control firms: six of the coefficient estimates 
on JR are negative, with Event 6 being significant at the 5% level. At best, therefore, our findings 
suggest that high-quality investor relations practices established during non-crisis periods provide 
no guarantee that a firm will be insulated from declines in investor confidence arising from the 
corporate misdeeds of other firms. 

Results for the control variables included in Equation (3) are generally insignificant. Only 
coefficient estimates on the indicator variable for Andersen clients (Event 7), sales growth 
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Table 6. Multivariate analysis. 


10 Nov 12 Dec 10 Jan 4 Feb 14 Mar 20 Jun 9 Jui 19 Jul 
Event 1 Event 2 Event 3 Event 4 Event 5 Event 6 Event 7 Event 8 
coefficient coefficient coefficient coefficient coefficient coefficient coefficient coefficient 
Variables (p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value) 








Intercept 0.011 0.017 0.005 0.004 0.004 0.000 —0.028 — —0.023 
(0.670) (0.505) (0.842) (0.879) (0.883) (0.892) (0.265) (0.357) 
IR 0.005 | —0.006 —0002 —0.005  —0.000  —0.009 0.001 —0.002 


(0.196) (0.149) (0714) (0.269) (0.404) (0:035) (0.843) (0.633) 
0.000 


DAA 0.004 0.002 0.001 | 0.002 0.001 0.008 —0.003 
(0.265) (0.550) (0.728) (0.937) (0.632) (0.850) (0.035) (0447) 
SIZE —0.001 —0.001  -—0.001 0.000 0.000 —0.001 0.000 —0.001 
(0.692) (0.389) (0705) (0.797) (0.861) (0.671) (0.883) (0.440) 
BTM —0.000  —0.001  —0.002 0.000 —0.001 0.001 0.000 —0.001 
(0.441) (0.458) (0.244) (0.509) (0.578) (0.645) (0.627) (0.529) 
КОА —0.003 0.021 0.008 ——0.012  — 0.007 — —0.013 0.000 — 0.001 
(0.828) (0.130) (0.574) (0.385) (0.594) (0.331) (0.994) (0.925) 
56 0.000 | — 0.002  —0.001  —0.003  —0.00 —0004 _— — 0.002 —0.002 
(0.114) (0.150) (0.524) (0:043) (0.465) (0.007) (0.263) (0.283) 
LEV 0.009 0.002 | —0.012 —0,004 0.006 0.020 0.005 —0.001 


(0.501) (0.848) (0351) (0.777) (0.620) (0.112) (0.050) (0.968) 
IND МАМЕ —0.010 0.001 0.000 —0.004 —0.005 —0.008 0.003 0.015 
(0.328) (0.895) (0.994) (0.732) (0.662) (0.452) (0.771) (0.156) 
IND WHL | —0011 0.004 —0.008 ——0.005  —0.007  —0.001 0.00 0.018 
(0.367) (0.763) (0.498) (0.689) (0.547) (0.944) (0.884) (0.121) 
IND SERV 0.001 0.005 0.005 —0014  -—0015  —0.012 0.012 0.017 
(0.894) (0.679) (0.655) (0.206) (0.165) (0.270) (0.263) (0.124) 


Notes: 

a. Thistable presents coefficient estimates and p-values (in parentheses) for the regression models. The cumulative return 
over each event window acts as our dependent variable and this is regressed on several control variables. JR is the 
dummy indicator for when the firm is from the IRMA sample or not. DAA is a dummy indicator for when the firm 
is audited by Andersen or not. SIZE is the log of the market value of equity and BTM is the book value- price 
ratio. ROA represents Operating Income after Depreciation (Compustat DATA178) scaled by Total Assets and SG 
is Sales Growth (Compustat DATA12). LEV is leverage, defined as the ratio of Long-Term Debt to Total Assets. 
Three dummies identifying the industry the firm belongs to: IND MANF, IND_WHL and IND SERV represent the 
Manufacturing, Wholesale and Services industry, respectively. 

b. Estimation based on the Sefcik and Thompson method (1986), which uses portfolios constructed by weighting 
observations to account for cross-sectional correlation and heteroscedasticity. 


(Events 4 and 6) and leverage (Event 7) are significantly different from zero at conventional 
levels. Findings suggest that our inability to detect positive pricing effects for investor relations 
activities is not due to the omission of potentially confounding factors. The results also indicate 
that our matching procedure has been relatively successful in identifying non-IRMA firms with 
similar risk profiles. 


7.2 Investment viability and analysts? earnings forecasts tests 


Table 7 reports mean and median changes in company characteristics between pre-scandal 
(September 2000— August 2001) and post-scandal (September 2002 — August 2003) periods. 

If investor relations served to maintain firms’ reputation during this period, changes in trading 
volume, analyst following and press coverage should be positively associated with investor 
relations quality, whereas changes in forecast dispersion, forecast error, book-to-price and еат- 
ings-to-price ratios should be negatively associated with investor relations quality. 


84 К. Peasnell et al. 


Table 7. Difference-in-difference tests. 


p-value for 
AIRMA sample Acontrol sample difference 
Variable Mean Median Mean Median Means Medians 

SIZE 112 —0.047 —0.012 —0.079 0.019 0.636 0.637 
RET 119 0.553 0.318 0.197 0.005 0.028 0.001 
` BM 112 — 0.096 0.019 0.057 0.020 0.071 0.395 
EP 112 — 0.008 — 0.006 —0.015 0.004 0.852 0.925 
PRESS 122 —4.738 — 2.000 0.057 — 1.000 0.009 0.090 
VOL 119 0.010 0.090 0.249 0.237 0.001 0.001 
ASSETS 115 2455.247 187.035 744.099 159.527 0.241 0.040 
LEV 115 0.022 0.000 0.003 0.000 0.233 0.573 
SALES 115 — 134.969 16.954 — 258.170 52.828 0.827 0.351 
ROA 115 —0.147 — 0.034 —0.011 0.003 0.197 0.062 
ERROR_Mean 94 0.009 0.000 —0.001 0.000 0.252 1.000 
ERROR_Med 94 0.010 0.000 — 0.002 0.000 0.215 0.606 
DISP 94 —0.001 0.000 —0.002 0.000 0.438 0.353 
ANAL 122 — 1.754 —2.000 — 0.066 0.000 0.016 | 0.004 


Мое: 

a. This table provides means and medians for changes in firm characteristics during the period of market negativity. The 
IRMA sample refers to the sample of effective investor relations firms and the control column refers to the control 
sample matched on industry, size and BM. The last two columns test for differences in the mean and median 
between samples. SIZE is the log of the market value of equity, RET is the one-year monthly compounded stock 
returns, BM is the book value—price ratio, EP is the carnings— price ratio, PRESS is number of articles mentioning 
the company in the Wall Street Journal, VOL is the log of annual share volume, ANAL is the number of analysts 
providing an annual earnings forecast, ERROR Mean is the absolute value of the analyst forecast error using фе 
mean consensus forecasts, deflated by the price at fiscal year-end, ERROR Med is the absolute value of the analyst 
forecast error using the median consensus forecasts, deflated by the price at fiscal year end, DISP is the standard 
deviation of forecasts deflated by stock price, ASSETS measures Total Assets (Compustat DATA6), LEV measures 
leverage by Long-Term Debt (Compustat DATA9) scaled by Total Assets, SALES represents Sales (Compustat 
DATA12) and ROA represents Operating Income After Depreciation (Compustat DATA178) scaled by Total Assets. 


Although both samples experience a median fall in press coverage (PRESS) over the period, 
the fall experienced by the IRMA sample firms is twice as large as that of the control sample. 
Similarly, IRMA firms experience a median drop in analyst following of two analysts (ANAL) 
whereas the median loss of coverage was zero for the control sample. Furthermore, although 
both samples experience a small increase in trading activity (VOL) over the period, the increase 
for IRMA firms is less than half that of the control sample. These results do not support the view 
that investor relations insulated firms from the negative market shocks. There again exists some 
evidence that distrust in corporate reporting practices spilled over to investor relations practices. 

Lang and Lundholm (1993, 1996), Farragher et al. (1994) and Adrem (1999) report lower 
dispersion among analyst forecasts for firms with more informative disclosures. We fail to find 
а significant difference in the change in dispersion between the two samples over this period. 
Similarly, we find no difference in the change in forecast error for both samples. Again, these 
results do not support the view that investor relations firms were insulated from the effects of 
the credibility crisis. 

Overall, the picture presented by these results is somewhat mixed. There is some evidence 
that IRMA firms were viewed more negatively by analysts as a result of the scandals. Other evi- 
dence suggests they were treated similarly to control firms. Notably, however, there is no evidence 
suggesting that analysts exhibited more confidence in (and interest towards) IRMA firms relative 
to their non-IRMA counterparts during the scandal period. In sum, investors appear to have been 
unimpressed by previously established investor relations credentials. 
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7.3 Robustness tests 


We conduct a number of untabulated sensitivity checks on the robustness of results reported above. 
In the first set of tests, we use an alternative method of selecting event dates for our study. In the 
second set of tests, we expand the sample to include other firms recognised in the IRMA reports. 


7.3.1 Events related to other major scandals in 2002 


Instead of relying on event dates identified in prior studies, we construct a sample of critical news 
event dates relating to the Enron, Global Crossing, Tyco and WorldCom scandals from a keyword 
search of the WSJ during calendar years 2001 and 2002. We focus on these large scandals to restrict 
our attention to cases with a potential market-wide effect. All WSJ articles relating to these four 
scandals were examined. After removing confirmatory and duplicate stories, 119 articles remain. 
Because our interest lies in examining the contagion effects relating to these events, we exclude 
articles where the contagion effect is expected to be negligible. This procedure results in a 
final sample of 75 event dates running from 16 October 2001 to 27 September 2002. The first 
date in our sample is the announcement by Enron of a third quarter loss of $618 million owing 
to a $1 billion one-off charge, together with a $1.2 billion reduction in shareholders’ equity. The 
last event date is the announcement that WorldCom’s former controller had pleaded guilty to 
three counts of conspiracy, securities fraud and making false statements to the Securities and 
Exchange Commission. Three-day event windows centred on each of the 75 WSJ dates are con- 
structed. Where event windows overlap, they are grouped together to form a single extended 
window, resulting in 30 unique event windows ranging from 3 to 10 days’ duration. 

Untabulated results reveal that on average across all event days, firms recognised as having 
effective investor relations suffered larger price falls when the market received negative news 
regarding accounting scandals. On closer examination, eight event windows have a significantly 
negative average raw return difference between the IRMA and contro] samples. In comparison, 
there are only two event windows where a significant positive average raw return difference is 
evident. Findings indicate that more often than not, differences in average returns between 
IRMA and control firms are either non-significant at conventional significance levels or signifi- 
cantly negative. Hence, these results provide no evidence that good investor relations firms 
were insulated to a greater degree from the credibility crisis. 


7.3.2 Sample refinements 


The final sample of 122 firms was obtained after a rigorous refinement of the IRMA data. However, 
additional tests were conducted to ensure that results are robust to these refinements. In particular, 
we reinstated all firms in receipt of at least one positive mention in the IRMA reports, resulting in a 
larger sample of 321 firms. The number of event windows with a negative and statistically signifi- 
cant difference in average raw return between IRMA and matched control firms is reduced from the 
four events reported in Table 4 to two events (Events 2 and 6) for the eight events summarised in 
Table 1. However, aggregating across all event days still yields a significant negative difference in 
the average raw return between the case and matched control sample. Furthermore, Event 1 con- 
tinues to be the only window where we observe a significant positive average raw return difference. 
Although less pronounced, these findings are broadly consistent with our main results. 


8. Conclusion 


This paper provides the first investigation into the capital market consequences of investor 
relations activities during a period of general distrust over corporate credibility. Although pre- 
vious studies shed light on the specific activities undertaken by the investor relations process 
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and the associated benefits (Marston 2008), no study to date has empirically tested the capital 
market implications of investor relations when corporate credibility is called into question. 
Prior literature suggests that investor relations plays an important role in reducing information 
risk leading to several capital market benefits but these results are confined to non-crisis 
trading periods (Bushee and Miller 2010, Agarwal et al. 2008). We examine whether investor 
relations helps uphold investor confidence during difficult market conditions caused by a wave 
of high-profile accounting scandals. Our empirical tests examine a sample of 122 companies 
recognised for their superior investor relations practices by the US Investor Relations Magazine 
Awards (IRMA) over the period 1996-2001. Tests compare IRMA firms to a control sample 
matched on industry, book-to-market ratio and firm size. Two complementary approaches are 
used to investigate the link between investor relations and the extent of the market-related 
costs imposed on US firms during this period. We fail to find any support for the view that a 
reputation for effective investor relations served to insulate firms from the systemic decline in 
investor confidence that occurred during our sample period. On the contrary, results indicate 
that firms with established investor relations reputations fared marginally worse on a series of 
market-related dimensions. 

These findings are consistent with the hypothesis that heightened investor scepticism concerning 
the general credibility of management and financial reporting surrounding Enron and related events 
damaged the confidence investors had hitherto placed in investor relations. Instead of serving to insu- 
late firms from systematic market downgrades resulting from heightened market scepticism regard- 
ing accounting quality and management credibility, Enron and subsequent scandals appear to have 
undermined established views of what constituted good investor relations. Viewed this way, while 
investor relations may have the potential to influence market valuations in particular circumstances, 
the activity may not serve as a truly reliable signal of credibility. Under normal market conditions, 
firms with well-developed investor relations practices may trade at a premium relative to their 
peers because effective investor relations helps increase investor confidence. However, when this 
confidence is dented, as it clearly was around the time of the Enron scandal, firms previously 
recognised for their investor relations activities may be more negatively affected. 

Our findings can be viewed from a costly signalling perspective (Akerlof 1970). According to 
this theory, a signal is only effective if it can be used to distinguish superior firms (products, ser- 
vices, etc.) from inferior ones. From this perspective, investor relations activities only provide an 
effective costly signal for high-quality firms if lower quality firms are prevented from mimicking 
such a strategy (e.g. due to cost). One means through which firms can increase the cost associated 
with investor relations activities is to credibly commit to releasing bad news (as well as good 
news) in timely and transparent manner. Whether this can be achieved remains to be seen. 
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Notes 


1. Hong and Huang (2005) present a model where management engage in investor relations for reasons 
unrelated to stock price improvement. In their model, investor relations expenditure is driven by 
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insiders’ incentives to enhance the liquidity of their equity stake in case they are forced to sell stock for 
liquidity reasons in the future. 

For an economic analysis of how confidence in business as a whole can wax and wane as a function of 
the level of news about corporate scandals and wrong-doing, see Akerlof and Shiller (2009). 
Tighter regulations imposed on companies concerning the disclosure of price-sensitive information 
occuring immediately before and after our test period including Regulation Fair Disclosure (SEC 
2000) and Global Research Analyst Settlement (2005), have heightened the importance placed on 
corporate communications and the need for timely, transparent and honest financial information. 
These regulatory demands for corporate transparency were intended to force investor relations 
professionals to improve relations with cynical investors and regulators. 

Enron ranked second in the ‘Best Overall IR’ category by IRM research in both 1999 and 2000. 
The AIMR and IRMA reports have adopted fundamentally different perspectives on the relation 
between disclosure policy and investor relations. AIMR viewed investor relations as a component 
of firms’ general disclosure policy, as evidenced by investor relations being one of the three subcate- 
gories used to determine firms’ overall disclosure level. In contrast, the IRMA reports view investor 
relations as the underlying construct, of which disclosure policy represents one (important) element. 
A detailed history of the events leading to the passing of SOX can be found in Li et al. (2008). Negative 
abnormal returns around some congressional events leading up to its enactment have been detected by 
several studies (Jain and Rezaee 2006, Zhang 2007, Li et ai. 2008). Several explanations for this result 
have been proposed. In particular, the negative reaction may have indicated the ineffectiveness of the 
reform proposed or doubt amongst investors over the eventual passage of the Act (Jain and Rezaee 
2006). Many commentators have also criticised the Act for imposing excessive costs on companies 
with little clear benefit Jain and Rezaee 2006, Zhang 2007, Li et al. 2008). 

We also conduct tests using an alternative method of selecting event dates. Instead of using dates from 
prior studies, we identified a sample of critical news events relating to the Enron, Global Crossing, 
Tyco and WorldCom scandals from a keyword search of the Wall Street Journal (WSJ) during calendar 
years 2001 and 2002 (see Section 7.3.1). 

Most of the information transfer methods used in previous studies adjust returns for market risk when 
computing abnormal returns (Lang and Stulz 1992, Callen and Morel 2003, Asthana et al. 2008). 
However, we use raw stock returns since adjusting for market returns is not necessary in this design 
as the control firms have been matched according to industry, size and book-to-market, which 
control for systematic risk. 

In addition, we have also computed the compounded cumulative return as a check on whether the 
portfolio rebalancing implied in the simple averaging method makes any difference to the results. 
Results are unchanged. 

The base case industry is Mining and Construction. 

See Sefcik and Thompson (1986) and Li et al. (2008) for a more detailed explanation of the implemen- 
tation of this method. 

In keeping with the literature (Farragher et al. 1994, Bushee and Miller 2010, Agarwal et al. 2008), we 
do not consider bias in analyst forecasts because we have no clear prediction what the effect of better 
investor relations might be on this variable. We also consider bias to be less important than forecast 
accuracy in the context of our analysis. 

Searching citations and abstracts involves the following fields in Factiva: Author, Personal Name, 
Abstract, Product Name, Document Title, Subject, Company, Publication Name (Source) and Geo- 
graphical Name. 

As a sensitivity check we also compute forecast error using the average monthly forecast error 
computed over the first 12-month fiscal period preceding 31 August 2000 and 31 August 2003. 
Sensitivity tests were conducted to ensure that our results are robust to these refinements. We obtain 
similar results when we include the firms that featured in the IRMA reports but were not winners or 
honourable mentions, financial and regulated firms, firms from all award categories and when we 
extend our sample to include firms that featured in the 2002 and 2003 IRM awards. 

We conduct three different matching sensitivity checks on our data. First, matching by book-to-market 
to identify a control firm is a contentious issue as one could argue that higher valuations are one of the 
proposed consequences of effective investor relations. Therefore, matching on the basis of book- 
to-market may reduce our ability to detect valuation effects of investor relations and bias against 
the demand for investor relations in our control firms. Hence, we run our tests again, matching by 
year, industry and size alone. Instead of matching by the same size portfolio, we match by the smallest 
absolute difference in market capitalisation. Furthermore, we stipulate that the control firm can be no 
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more than 50% bigger or smaller than the IRMA firm. Second, we refine the industry match to firms 
within the same two-digit SIC category. For those cases where a match was unsuccessful (N = 29), 
one-digit SIC codes were used as a secondary matching procedure to ensure maximum sample size. 
Third, the control sample was found through matching by year, size and firms within the same two- 
digit SIC category. Again, instead of matching by the same size portfolio, we match by the smallest 
absolute difference in market capitalisation. Furthermore, the control firm can be no more than 50% 
bigger or smaller than the IRMA firm. Conclusions based on all three alternative matching procedures 
are consistent with those reported in the main text. 

17. We use both market-based and non-market-based measures of size in case of problems with 
endogeneity. 

18. The CRSP value-weighted market return was used as a proxy for market return. 

19. News related to downgrades by debt agencies were excluded, for example, on 29 October 2001 
Moody’s downgraded Enron’s long-term debt. Other news items that were considered largely firm 
specific were also excluded, for example, on 3 April 2002 WorldCom said it was cutting 3700 jobs 
in the USA. 

20. The method used to compute the scores is deemed proprietary information and is not discussed in the 
IRMA research reports. Awards are also made for investor relations effectiveness across a further six 
specialist categories (not decomposed by size): Most Improved IR, M&A Investor Relations, Asia- 
Pacific IR in the US, European IR in the US, Latin America IR in the US, and IR for an IPO, We 
exclude these six categories from our analysis due to their limited scope and their focus on foreign firms. 

21. Use of the four size categories was first introduced in the 2000 research report. Prior to that, three (two) 
size groupings were used in the 1998 and 1999 (1997) reports. 
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Appendix 


Investor Relations Magazine employs a specialist research agency to administer the surveys and write the 
reports. The basis of each year’s survey is a target set of equity market professionals and retail investors. 
Thomson Financial/Carson supplies the list of investment professionals drawn from their client database. 
Professional investors are classified into buy-side and sell-side professionals to ensure equitable represen- 
tation of each category. Buy-side individuals are then further subdivided into three categories: those with 
a small-cap following; those with assets under management of less than $5 billion; and those whose 
assets under management exceed $5 billion. Finally, individuals in the latter two groups are classified 
into portfolio managers and analysts using the Thomson Financial/Carson job function indicator. 
Barron’s supplies details of retail investors. The resulting pool of market participants targeted by the 
survey represents a significant slice of the US investment community. For example, 17,156 (16,647) invest- 
ment professionals and 2000 (1697) retail investors were invited to participate in the 2001 (2000) survey. 
Annual survey response rates vary between 10 and 12%. 

Pre-selected versions of the main questionnaire, together with a separate small-cap questionnaire, are 
distributed to buy-side, sell-side and individual investor groups towards the end of January each year and 
the survey closes in early February. In addition to probing respondents’ views of general trends in investor 
relations activities over the preceding year, the questionnaire asks investors to identify firms that, in 
their view, exhibited effective investor relations strategies. Firms are scored on their investor relations 
performance across the following 12 categories:?° 


Grand Prix Conferencing 
Annual Reportt Retail Market IR 
CEO Investment Community Meetings} 


Financial Media Relationst 
Investor Relations Officer} 
Corporate Advertising 


Corporate Governance 
Senior Management Communicationst 
Disclosure Policy 


Each category is divided into four size classifications according to market capitalisation: <$2.5 billion, 
$2.5—10 billion, $10—30 billion and >$30 billion.?! The Grand Prix category is a composite score based on 
responses to eight questions [Best Overall Investor Relations Program (weighted 2/3 of total score), plus 
those categories marked 1]. Details of all firms with a non-zero score for one or more of the investor relations 
categories listed above are disclosed in the final IRMA Report. Firms are ranked within each investor 
relations category—size group according to their score, and firms ranking in outright or joint first place 
are declared ‘winners’. Firms ranking below first place that in IRM’s view are also deserving of recognition 
due to their high score are awarded ‘honourable mentions’. 

Although we consider this survey to be the best measure of investor relations quality in the market, the 
IRMA data does have certain shortcomings. One disadvantage is that the IRMA survey results may be 
subject to greater response bias than the AIMR data. In particular, because respondents self-select to com- 
plete the IRMA questionnaire, their motivation for participating in the survey and nominating a particular 
firm may be driven by factors other than simply identifying the most effective investor relations programme. 
However, since respondents’ views remain anonymous in the published reports, gains to submitting biased 
evaluations are unclear. Second, because the IRMA rankings rely partly on retail investors’ views, they may 
contain greater noise if these respondents are less knowledgeable about effective investor relations practices. 
ТЕМА seeks to address this problem by using a special version of the questionnaire specifically targeted at 
non-expert investors. Any residual noise in the scores, while reducing the power of the empirical tests, is not 
expected to cause our results to be biased. Finally, as firms are scored under 12 different categories, the 
relation between the categories and investor relations quality may not be the same for each. 
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The stock price effects from downward 
earnings guidance versus beating analysts 
forecasts: which effect dominates? 
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LYNN REES* and BRADY TWEDT 


Department of Accounting, TAMU 4353, Texas A&M University, College Station, TX 77843-4353, USA 


This paper provides evidence on the net stock price effects associated with managers following 
a disclosure strategy of guiding earnings down to a level where they can report a positive 
earnings surprise. Prior literature documents a’ stock price premium when firms meet or beat 
analysts’ forecasts. However, studies also show a substantial negative price response to 
downward earnings guidance that can potentially negate any benefit from reporting a 
positive earnings surprise. We find that the negative stock price effect for firms that release 
downward earnings guidance is substantially larger than the stock price premium from 
meeting analysts’ forecasts. Further, this downward guidance stock price penalty persists 
+ after explicitly controlling for other news that might be. disclosed by managers that: 
voluntarily provide guidance. These findings challenge conclusions made in some prior 
research that the optimal disclosure strategy is to ensure a positive earnings surprise at the 
earnings announcement date. 


Keywords: earnings guidance; meet or beat; analysts’ forecasts; stock returns 


1. Introduction 


This study examines the net stock price effects from following various disclosure strategies that 
separate total earnings news into management voluntary disclosures and the subsequent official 
earnings release. We are particularly interested in the net benefits from following a strategy 
where managers explicitly guide expectations down during a period in order to subsequently 
report a positive earnings surprise. In addition, we examine whether or not stock price effects 
associated with this disclosure strategy are permanent and can be justified on the basis of 
future earnings performance. 
Our research question is motivated by several findings from the extant literature. In particular, 
prior research provides evidence suggesting that the overall reaction by investors to earnings news 
varies according to the manner in which the news is disclosed to the market.! This evidence 
implies the existence of an optimal disclosure strategy from the perspective of maximising 
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stock price, and several studies have drawn inferences: as to what is the optimal strategy. For 
example, Soffer et al. (2000) and Tan её al. (2002) argue that the optimal disclosure strategy is 
one where firms report a positive earnings surprise at the official earnings release date no 
matter whether the total earnings news is positive, neutral or negative. Consistent with this 
conclusion, the popular press and academic literature cite stock price implications as an expla- 
nation for why firms tend to walk down earnings expectations to a beatable level (Brown 
2002, Richardson et al. 2004).” While not explicitly tested, the evidence in these studies suggests 
that the absolute stock price response to downward guidance is less than the stock price response 
to a positive earnings surprise. . 

However, evidence in other studies yields different implications. Specifically, research shows 
a more pronounced stock price response to management downward earnings guidance relative to 
upward guidance.’ This finding suggests that for firms with negative earnings news, issuing 
downward guidance is unlikely to yield a more positive response to earnings news relative to 
remaining silent. Consistent with this view, Kasznik and Lev (1995) find that for a small 
sample of firms with large negative earnings news that employ a wide variety of voluntary dis- 
closures,’ the total stock price response for firms that warn is significantly more negative com- 
pared to a control sample of non-warning firms.? However, Tucker (2007) argues that this 
finding is driven by firms self-selecting into guidance and non-guidance samples depending on 
the amount of other bad news they face. Using a Heckman selection model, she finds that after 
controlling for this self-selection bias, firms with negative earnings news who warn are no 
longer penalised by the stock market relative to those who keep silent. 

‘Thus, the extant literature showing a stock price penalty for firms that warn is difficult to 
reconcile with studies that conclude the optimal disclosure strategy is to guide earnings down 
to.a beatable level. Accordingly, the net benefit from guiding expectations down in order to 
report a positive surprise is ambiguous. We contribute to this literature by explicitly modelling 
and comparing the stock price effects of issuing downward earnings guidance and meeting ana- 
lysts’ forecasts. 

Our study is most closely related to Kasznik and Lev (1995) and Tucker (2007), both of which 
examine the overall stock price effect from warning about bad news. Besides explicitly comparing 
the stock price penalty from guiding forecasts down with the stock price premium from meeting 
analysts’ forecasts, our study can be further differentiated from Kasznik and Lev (1995) in that we 
consider only earnings guidance for a substantially larger sample and over a different time period. 
We restrict the analysis to management earnings guidance because we are interested in whether 
the benefits to walking expectations down to a beatable target are worth the costs of issuing down- 
ward guidance. We also do not restrict the analysis only to firms with large earnings news, which 
increases the generalisability of our results. Expanding on the findings of Tucker (2007), we 
further examine whether any differential valuation can be justified based on either the simul- 
taneous disclosure of unfavourable non-earnings news or future earnings performance. Thus, 
the evidence here can more directly assess the overall stock price effects of following an earnings 
disclosure strategy that guides expectations down in order to report a positive earnings surprise. 

The sample is comprised of 8635 firm/quarter observations where managers provide explicit 
earnings guidance for quarter ¢:subsequent to the earnings announcement for quarter t — 1. Each 
sample observation is paired with a control firm matched on firm size, industry, time period and 
the level of total earnings news disclosed during the quarter. As shown in Figure 1, we define total 
earnings news as the difference between actual quarterly earnings and the first available mean 
consensus analyst forecast occurring after the earnings announcement for quarter t — 1 

:. Consistent with prior research (e.g. Brown 2001, Richardson et al. 2004, Cotter et al. 2006), 
we find that analysts’ forecasts at the beginning of the quarter are generally optimistic, but tend to 
move. downward over. time to an attainable level. The propensity ‘of- firms to meet analysts’ 
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TNews : 
БА ist Feast Guidance EA, 


Surp 


Figure l. Earnings news timeline. 

Note: EA = Earnings Announcement; 1st Feast = First Consensus Analyst Forecast for quarters t and t+-1; 
Guidance — Earnings Guidance; TNews - Total Earnings News determination period; Surp — Earnings 
Surprise determination period. 


expectations is much stronger for guidance firms than for non-guidance firms. Specifically, gui- 
dance firms meet or beat expectations 79% of the time, whereas, the rate for non-guidance firms is 
only 5596. This evidence is consistent with managers using quarterly earnings guidance as a tool 
to keep expectations in check (Matsumoto 2002, Hsieh et al. 2006). 

We find a significantly negative stock price penalty for firms that provide downward earnings 
guidance during the quarter, after controlling for the magnitude of total earnings news. Moreover, 
this downward earnings guidance penalty is larger in absolute value than the equity premium 
realised by firms that meet analysts’ forecasts, as documented in prior research (Bartov et al. 
2002, Lopez and Rees 2002). Thus, this evidence challenges the notion purported by some 
empirical and experimental studies that firms can maximise stock price by following a strategy 
of disclosing bad news during the quarter in order to report a positive surprise at the earnings 
announcement date. In fact, our evidence suggests that when total earnings news is negative, 
on average, firms are better off from a stock price perspective to not provide guidance. during 
the quarter. 

We examine whether the stock price penalty for downward earnings guidance in the current 
quarter can be explained by poor future earnings performance. As pointed out by Tan et al. 
(2002), different market reactions to various disclosure paths followed by managers could be 
due to certain signalling properties. If downward earnings guidance has signalling ramifications 
for periods beyond the current quarter, then the observed stock price penalty for these firms would 
be justified. In addition, it is: possible that firms providing downward guidance for the. current 
quarter also tend to simultaneously disclose or signal negative information about future ренот 
ance (Tucker 2007). : р 

To investigate these possibilities, we first estimate a regression model where рны rebime 
are measured over multiple periods beginning in the quarter when the guidance is issued. These 
returns are regressed on contemporaneous aggregated earnings and indicator variables for down- 
ward guidance and positive surprises at earnings announcement dates (along with other controls). 
If the stock price penalty is a consequence of the downward guidance signalling unfavourable 
information about future earnings, its significance should be attenuated when future earnings 
are explicitly included іл the model. We do not document this result but rather, the stock price 
penalty for downward earnings guidance in the current quarter persists into the future even 
when we explicitly control for future earnings. In contrast, we observe a significant reduction 
in the equity premium to meeting analysts’ forecasts, which is.consistent with the view that 
meeting analysts’ forecasts 18-а signal about superior future performance that is impounded 
into the current stock price (Kasznik and McNichols 2002). As а sensitivity. analysis, we also 
perform a two-stage Heckman selection, model to. control. for. self-selection .bias,. consistent 
with Tucker (2007). The.use of-the:two-stage model does not qualitatively affect our results in 
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that-we continue to find a significant stock price penalty for firms that provide downward earnings 
guidance, even:when the guidance allows firms to meet analysts’ forecasts. 

->This study contributes to the literature by showing that earnings disclosure strategies that 
result in a positive earnings surprise are not always preferred from a valuation perspective, 
because the negative stock price effects from providing downward guidance can dominate the 
positive. equity premium from meeting analysts’ forecasts. Further, we show that the stock 
price penalty to downward earnings guidance persists for several future quarters even after con- 
trolling for future earnings performance. These results challenge the conventional wisdom that 
companies can benefit from warning investors about impending bad news. However, they are con- 
sistent with other studies such as Kasznik and Lev (1995) and Hutton et al. (2003) that show a 
disproportionate negative reaction to downward guidance. 

. Our study provides a potential explanation for why firms might discontinue the practice of 
issuing earnings guidance. A 2007 survey by the National Investor Relations Institute indicates 
that.51% of. its members in that year provided earnings guidance, which is a substantial 
decline from 77% in 2003. Recent studies that examine firm characteristics associated with the 
decision to stop providing earnings guidance consistently find that guidance stoppers tend to 
have poor current operating performance (e.g. Chen et al. 2007, Cheng et al. 2007, Houston 
et al. 2010). Evidence in this study suggests that firms might decide to discontinue guidance 
during periods of poor performance because of the significantly negative valuation effect, 
which is greater than the option of remaining silent and reporting a negative earnings surprise. 
A recent working paper finds that when total earnings news for a period is negative, a greater pro- 
portion of it is released through the earnings announcement relative to positive total earnings news 
(Roychowdhury and Sletten 2010). This evidence suggests that many managers might be aware 
of the penalty for downward guidance and take actions to avoid it. 
°: The paper proceeds as follows. In the next section, we review the literature related to this 
study.and develop our hypothesis. Section 3 describes the sample. Sections 4 and 5 provide 
empirical results. In Section 6, we reconcile results from this study with prior empirical work 
that has examined earnings ыы strategies. The final section offers some con- 
clusions and discussion. 


2. . Literature review and hypothesis development 


It is well established that stock returns are positively associated with a firm's earnings news, 
where total earnings news for a quarter is defined as the difference between the market’s earnings 
expectations at the beginning of the period and actual realised earnings (see Figure 1). Managers 
can choose when and how to communicate earnings information to the market, and many firms 
provide voluntary earnings guidance about current and future earnings. Many studies have docu- 
mented a significant stock price reaction to news contained in earnings guidance, which indicates 
that these disclosures are credible (McNichols 1989, Pownall and Waymire 1989, Pownall et al. 
1993, Atiase et al. 2005). 

+ Managers give several reasons for why they provide earnings guidance, including, mitigating 
Stock price volatility, building a wider shareholder base and satisfying a market demand for infor- 
mation (Hsieh et al. 2006). Achieving higher valuations is another frequently cited reason that is 
supported by academic research. That is, several studies find a stock price premium (penalty) to 
meeting (missing) analysts’ forecasts (Lopez and Rees 2002, Skinner and Sloan 2002). In 
addition, research evidence is consistent with managers manipulating accruals (Moehrle 2002, 
Dhaliwal et al. 2004) or even real decisions (Graham её al. 2005) in order to achieve earnings 
targets. Managing expectations through earnings guidance is another tool available to Е. 
(Matsumoto 2002, Baik and Jiang 2006, Cotter et а!. 2006). 
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> From a valuation perspective, guiding earnings down.to a beatable level explicitly. assumes 

that the market reaction to a positive earnings surprise at the earnings announcement date more 
than compensates for the negative response to earnings guidance. Some support for this view 
is provided by Bartov et al. (2002). Although they do not directly examine explicit earnings gui- 
dance disclosed by managers, they find that investors assign a smaller weight to analysts’ forecast 
revisions during a quarter compared to earnings surprises at the earnings announcement date. 
Other archival and experimental studies provide additional support for the idea that stock price 
is maximised by ensuring a positive surprise at the earnings announcement date, even when it 
involves issuing downward guidance during the period. Soffer et al. (2000) find that most 
firms use earnings preannouncements to avoid a negative surprise at the official earnings 
release date, and that firms realise a more negative stock. price reaction when they report a nega- 
tive earnings surprise (holding the level of total earnings news constant). In an experimental 
setting, Tan eft al. (2002) show that analysts’ forecasts of future earnings are higher when firms 
understate positive news and overstate negative news prior to an earnings announcement. 
Miller (2005) presents evidence indicating that reactions by investors and analysts to total earn- 
ings news are more pronounced when the earnings guidance and the official earnings announce- 
ment surprise are of the same sign. In all these studies, the results imply that the optimal strategy 
from a stock price perspective 15 to disclose total earnings news to ensure a positive earnings sur- 
prise at the earnings announcement date, which would include guiding earnings down ИК 
periods when total earnings news is negative. :. . 

However, а primary motivation for the current study is extant research that appears to contra- 
dict the notion that firms are better off from a stock price perspective to warn investors when 
they have negative earnings news. Caylor et al. (2007) do not explicitly examine earnings gui- 
dance but examine analyst forecast revisions and abnormal returns for various earnings paths 
that firms can take during a quarter. They find that across all earnings paths, investors do not 
always assign a greater weight to the earnings surprise compared to the forecast revision 
during the period and that, although differential pricing exists across earnings paths, stock 
retums are not always maximised by reporting a positive earnings surprise at the official earn- 
ings release date. The authors reconcile their seemingly contrasting results with prior findings by 
showing that separate analyses of different earnings paths that were combined in previous 
research can lead to different conclusions. In addition, Hutton ef al. (2003) find that the stock 
price response is substantially more pronounced when management provides downward gui- 
dance compared to upward guidance. Specifically, they find a mean stock price reaction of 
—9.96% to downward guidance but only 1.93% for upward guidance. Other studies find a 
similar asymmetric response to downward and upward management guidance (Skinner :1994, 
Kothari et al. 2009). Thus, when a firm has negative total earnings news, it is not obvious 
that the optimal preannouncement strategy would be to ‘guide expectations oa in order to 
report a positive earnings surprise. 

Finally, Kasznik and Lev (1995) examine all corporate voluntary disclosures 60 days prior to 
a large earnings surprise announcement and find that the stock price reaction to earnings news for 
firms that warn is more negative compared to a control group of no-warning firms. These results 
suggest that firms realise a stock price penalty for issuing downward guidance, and contrast with 
popular opinion in the business press that investors have little tolerance for earnings disappoint- 
ments and will punish those firms that do not warn. However, Tucker (2007) provides evidence 
suggesting that the results in Kasznik and Lev (1995) are driven by a failure to control for a sys- 
tematic bias that occurs when downward guidance firms (епа 10 have other bad news Hen is not 
explicitly contained in the current period guidance. i 

The contrasting implications from the above studies prevent us from extrapolating their results. 
to the net valuation consequences of issuing downward earnings guidance in order to reporta 
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positive earnings surprise. Given that recent research finds that firms tend to discontinue the practice 
of issuing guidance during periods of poor performance, we examine the following hypothesis: 


: Hypothesis: Firms realise a stock price penalty from issuing negative quarterly guidance that is 
greater in absolute value than the stock price premium from meeting analysts’ forecasts. 


3. -Description of sample 


The sample employed in this study is comprised of 8635 earnings guidance observations issued 
by 2751 unique firms over the period 1993—2006 as obtained from the First Call Company Issued 
Guidance (CIG) database." While we are particularly interested in the net effects of downward 
guidance and a positive earnings surprise, we retain all guidance observations in the sample in 
order to assess differences in our results across different types of guidance. Table 1 provides a 
breakdown of the sample selection process. We begin by extracting from the CIG database all 
available management disclosures that relate to earnings. The initial screen eliminates almost 
15,000 observations where the management guidance is open-ended or qualitative such that 
the nature and/or magnitude of the news cannot be unambiguously determined. The focus in 
this study is on quarterly earnings guidance and accordingly, approximately 48% of the remaining 
observations are deleted because they are disclosures about annual earnings. We include only the 
last guidance observation for firms that provide guidance more than once during the quarter. 
We obtain data on analysts’ forecasts, actual earnings and earnings announcement dates from 
1 / B/E /S. To conduct the analyses, we require that firms must have a consensus forecast for quar- 
ters t and ¿+1 prior to the management guidance date for quarter # but after the earnings 
announcement date for quarter ; — 1, and a consensus forecast for quarter t+ 1 that occurs 
after the earnings announcement date for quarter t. Firms are eliminated when these forecasts 
are unavailable along with actual earnings and an earnings announcement date from I/B/E/S. 
An additional 97 observations are deleted where the earnings announcement date is more than 


Table 1. Sample selection process. 


No. of No. of 
firms observations 
Data on First Call’s Company Issued Guidance database from 1993 to 6698 86,413 
2006 
Sample screens: 
Delete open-ended or qualitative management guidance 5703 71,606 
Delete annual guidance 4953 37,462 
- Retain only the last guidance for the quarter 4902 29,222 
Delete observations with insufficient analysts’ forecast data? 3257 11,823 
.. Delete observations where earnings announcement occurs more than 3230 11,730 
" 75 days after quarter end 
Delete observations with insufficient CRSP data 3122 11,375 
` Delete observations with insufficient data for matched firm? 2751 8635 
- Total sample of quarterly earnings guidance observations 2751 8635 


*The following analysts’ forecasts from I/B/E/S are required for an observation to be retained in the sample: (1) mean 
consensus forecast for quarter { that occurs after the earnings announcement from quarter ¢ — 1 and before the earnings 
guidance for quarter ;, (2) mean consensus forecast for quarter ¢-+ 1 that occurs after the earnings announcement from 
quarter ғ — 1 and before the earnings guidance for quarter ¢, and (3) mean consensus forecast for quarter ¢ + 1 that 
ос after the earnings announcement in quarter f. | 

5We теше the matched firm to haver returns data available on CRSP and actual earnings and analyst forecast data on 1/B/ 
E/S.. 
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75 days after the fiscal quarter end. ‘Thus, for our sample, earnings is disclosed on a timely basis 
for the period, which mitigates confounding factors that can affect returns but not show up in earn- 
ings for quarter t. Two additional screens eliminate observations that have missing stock returns 
data from CRSP (355 observations) and where the matching procedures do not yield a matched 
firm with sufficient data from I/B/E/S and/or CRSP (2740 observations). 

To control for various factors that could affect ће earnings/retum relation, we obtain a 
matched control sample of firms that did not provide earnings guidance during the quarter. The 
matching procedure is as follows. First, for each firm/quarter guidance observation, we obtain 
all firms listed on I/B/E/S that are in the same industry? and did not provide guidance during 
the quarter (both qualitative and quantitative guidance firms are excluded). We also require 
that the sign of total earnings news is the same for the guidance and matched firms, and the absol- 
ute difference in total earnings news between the guidance and matched firms is less than or equal 
to five cents. Total earnings news is defined as the difference between actual earnings and the first 
available mean consensus analyst forecast for quarter ¢ that occurs after the earnings announce- 
ment for quarter / — 1 (see Figure 1). Finally, we require that firm size, as measured by the 
quarter end market value of equity, for the matched firm is between 75 and 125% of firm size 
for the guidance firm. From this set of potential matches, we choose the firm that is closest to 
the guidance firm’s total earnings news. If there are more than one possible match firms that mini- 
mise the difference in total earnings news, we choose the firm that minimises the difference in 
market value of equity. Thus, the non-guidance matched firms control for the sign and magnitude 
of total earnings news, industry, firm size and time period.” 

Table 2 provides descriptive statistics for the guidance and no-guidance control samples. Sample 
size varies across the different firm characteristics listed in Table 2 because of the availability of finan- 
cial statement data from COMPUSTAT, which was nota criterion in the sample selection process. The 
mean undeflated earnings per share (EPS) for the guidance and matched firms are about $0.26 and 
$0.22, respectively. Most firms have negative total earnings news for the period as indicated by 
TNews%, defined as total earnings news deflated by price as of the first consensus analyst forecast 
for quarter ¢ occurring after the earnings announcement for quarter # — 1. This result is consistent 
with general optimism in analysts' forecasts at the beginning of the quarter. Firm characteristics 
related to size (analyst following, total sales and total assets) suggest that the matching procedure 
on size was successful. Although we use market value of equity as the matching variable, we do 
not find substantial median differences in analyst following, sales and total assets across the guidance 
and no-guidance samples. Dispersion in analysts’ forecasts is slightly greater for.the no-guidance 
sample, which might be expected given that the control sample is probably less likely to have provided 
guidance at any time prior to the first consensus forecast for the period. The median market-to-book 
ratio (MB) and leverage (Lev) are fairly close across the two samples, although the VERDI in 
both appears to be somewhat greater for the control firms. 

In Table 3, the guidance observations are partitioned into groups based on the direction of the 
earnings guidance and the nature of the earnings surprise at the subsequent official earnings 
release. The direction of earnings guidance is determined by comparing the guidance to the 
mean consensus analyst forecast that exists prior to the guidance. Similarly, the nature of the earn- 
ings surprise at the official earnings release is considered positive (neutral) [negative] when actual 
earnings are greater than (equal to) [less than] the management forecast. In the final row of Table 
3, we present the direction of earnings news at the earnings announcement date for the matched 
sample of no-guidance firms. For the matched sample, the nature of the earnings surprise is deter- 
mined by comparing actual earnings with the most recent available mean consensus analyst fore- 
cast prior to the earnings announcement date. 

The cell frequencies in Table 3 reveal that most earnings guidance is negative (6396). Also, only 
21% of guidance firms experience a negative surprise at the earnings announcement date, which is 
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Table 2. Descriptive statistics. 








Variable Sample N Mean Median Inter-quartile range 
EPS Earnings guidance sample 8635 $0.26 $0.21 $0.35 
р Matched sample ‚ 8635 0.22 0.18 0.40 
TNews% Earnings guidance sample 8635 —0.36% —0.11% 0.64% 
| Matched sample 8635 —0.44 —0.11 0.64 
АпаЕ Earnings guidance sample 8635 7.6 6 7 
Matched sample 8635 6.4 5 7 
Disp Earnings guidance sample 7934 1.9% 1% 1% 
Matched sample 7287 3.0 2 2 
MB Earnings guidance sample 8613 2.9 2.2 2.0 
Matched sample 8601 3.7 2.1 2.4 
Lev Earnings guidance sample 8612 1.3 0.8 1.2 
Matched sample 8599 1.7 0.9 1.4 
Assets Earnings guidance sample 8635 $2705 $533 $1559 
m Matched sample 8635 2895 563 1746 
Sales Earnings guidance sample 8627 $569 $141 $383 
Matched sample 8628 480 121 335 





The earnings guidance sample is comprised of observations from First Call’s Company Issued Guidance database during 
the period 1993—2006 where the firm disclosed quarterly earnings guidance after the earnings announcement for quarter f 

— 1 and before the official earnings announcement for quarter / (see Table 1 for the sample selection criteria). Each firm/ 
quarter guidance observation is matched with a no-guidance firm where the matching criteria are calendar quarter, industry, 
size, and the sign and magnitude of total earnings news. Total earnings news is defined as the unscaled difference between 
actual earnings per share for quarter ¢ less the first mean consensus forecast for the same period that is issued after the 
earings announcement for quarter t — 1. 

Variable definitions: EPS = reported actual earnings per share for quarter /; TNews% = EPS minus the first mean 
consensus: analyst forecast for the period occurring after the earnings announcement for quarter t — 1, deflated by 
stock price as of the first consensus analyst forecast for the period; AnaF = the number of unique analyst forecasts that 
comprise the last consensus forecast for quarter /; Disp = dispersion in analysts’ forecasts that comprise the last 
consensus forecast for quarter /; МВ = market value of common stock divided by the book value of common 
shareholders’ equity as of the end of fiscal quarter /; Lev = total liabilities divided by total shareholders’ equity as of 
the end of fiscal quarter t; Assets = total assets as of the end of fiscal quarter t; Sales = total revenues for quarter 7, 


substantially smaller than 45% of no-guidance firms that report a negative earnings surprise. Most 
of the negative earnings surprises for guidance firms occur when downward guidance is disclosed 
during the quarter but the guidance failed to disclose all of the bad news (76%). However, among all 
fitms with downward guidance, 22% disclose all of the bad news at the guidance date, and 53% 
reveal something greater than the bad news (resulting in a positive earnings surprise). 


4. Contemporaneous valuation effects of downward earnings guidance 


In this section, we examine the net stock price effects from issuing downward earnings guidance 
and meeting analysts’ forecasts during a quarter. In Table 4, we present statistics on the market 
reaction to earnings news after partitioning the guidance and matched samples based on the 
level of total earnings news. Panels A and B report median returns for firms with positive and 
negative total earnings news, respectively. The variable CARP? represents the three-day size- 
adjusted return from one day before to one day after the guidance date. CARP^ is the three- 
day size-adjusted return surrounding the earnings announcement date. The last abnormal return 
metric (IwCAR) is а long-window: size-adjusted return that extends from one day before the 
first.mean consensus analyst forecast for the quarter until one day following the earnings 
announcement date. This quarterly return metric captures the entire valuation effects of total earn- 
ings news‘disclosed during the period.. > 
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Table 3. Frequency matrix of news released at the earnings guidance and official earnings announcenient 
dates. 





Nature of eamings surprise 


Direction of earnings guidance Positive Neutral Negative Totals 
Up 
N 1,576 439 367 - 2,382 
96 of row total 66% 19% 15% 100% 
% of column total 32% 23% 20% 27% 
Confirming 
N 459 312 69 840 
% of row total 55% 37% 8% 100% 
% of column total 9% 16% 4% 10% 
Down f 
N . 2857 1197 . 1359 5413 
96 of row total 5396 2296 25% 100% 
% of column total 59% 61% 76% 63% 
Totals | 
М, 4892 1948 1795 . 8635 
% of row total 57% 22% 21% 100% 
% of column total 100%  * : 100% 100% 100% 
No earnings guidance 3681 1021 3933 . 8635 
43% 12% 45% 100% 


The guidance sample consists of 8635 observations during the period 1993—2006 as obtained from First Call’s Company 
Issued Guidance database where managers provided quarterly earnings guidance for quarter t after the earnings 
announcement for quarter £ — 1 (see Table 1 for sample screening criteria). The direction of earnings guidance is 
determined by comparing the guidance with the mean consensus analyst forecast that exists immediately prior to the 
guidance. The nature of the news at the official earnings announcement date is considered positive (neutral) [negative] 
when actual earnings are greater than (equal to) [less than] the earnings guidance for the guidance sample. For the 
matched sample, the nature of news at the official earnings announcement date is considered positive (neutral) 
[negative] when actual earnings are greater than (equal to) [less than] the most recent mean consensus forecast for the 
period. - 


. Focusing on the group of firms with small (1—5 cents) positive total earnings news in Panel A, 
the investor response surrounding the guidance is slightly positive, as indicated by the. 1.4% 
abnormal return.!° The median abnormal return surrounding the subsequent earnings announce- 
ment is also positive, albeit small in magnitude (only 0.9%). This evidence is consistent with man- 
agers disclosing only a portion of good news at the guidance date (Soffer et al. 2000). The 
abnormal return for the no-guidance matched sample is 1.696 at the earnings announcement 
date and is significantly greater than the return for the guidance sample, which is to be expected 
given that some of the good news for the guidance sample was disclosed previously when the 
guidance was issued. The overall abnormal return for the quarter (IwCAR) is close to 4% for 
both groups and is not significantly different across the two samples. 

Turning now to the medium (4-6 to +15 cents) and large (> + 15 cents) total earnings news 
partitions, we continue to find significantly positive abnormal returns around the guidance date 
and the earnings announcement date for the guidance sample, indicating that the guidance. pro- 
vides positive news to the market, but that managers saved some positive news for the earnings 
announcement. One important difference for the medium and large total earnings. news 
subsamples, however, is that we observe a more pronounced quarterly return for the guidance 
sample relative to the quarterly return for the no-guidance- matched. sample. ‘The difference is 
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Table 4: Median stock returns across different guidance paths. 
N CARES _ CARP^ IwCAR 


у Panel А: Positive total earnings news 
TNews from +1 to +5 


Guidance sample 1953 1.4% 0.9% 3.9% 
Matched sample 1953 NA 1.6 3.8 
‘Median difference NA — 0.6*** 0.3 
TNews from +6 to +15 
Guidance sample 845 4.395 1.496 10.996 
Matched sample 845 NA 2.5 7.2 
' Median difference NA —1.4*** 2.9*** 
TNews greater than +15 
Guidance sample 175 5.2% 1.6% 12.6% 
Matched sample 175 NA 2.8 8.7 


Median difference NA —1.1 4.3*** 


Panel B: Negative total earnings news 
TNews from —1 to —5 


Guidance sample 1859 —3.596 — 0.095 — 6.7% 
Matched sample 1859 NA —13 -—2:2:.5 
Median difference NA 1.2*** —4.1*** 
TNews from —6 to —15 
Guidance sample 2203 —8.5% 0.1% — 12.4% 
Matched sample 2203 NA —1.3 —5.1 
Median difference NA 1.5*** —7.9*** 
TNews less than —15 
Guidance sample 975 — 11.4% —0.4% — 18.0% 
Matched sample 975 МА —1.6 —7.2 
_ Median difference NA 1.2*** —8.6*** 


Тће guidance sample consists of 8635 observations during the period 1993—2006 as obtained from First Call’s Company 
Issued Guidance database where managers provided quarterly earnings guidance for quarter ¢ after the earnings 
announcement for quarter # — 1 (see Table 1 for sample screening criteria). TNews is defined as the unscaled 
difference between actual earnings per share for fiscal quarter ¢ and the first mean consensus analyst forecast for the 
same period issued after the earnings announcement for quarter / — 1. CARP? is a three-day size-adjusted return from 
one day before to one day after the earnings guidance. САВК^ is a three-day size-adjusted return from one day before 
to one day after the official earnings announcement. IwCAR is a size-adjusted return extending from one day before 
the first mean consensus analyst forecast for quarter ¢ to one day after the official earnings announcement date for 
quarter f. 

*, ** and *** indicate the median difference is statistically significant at ће о = 0.10, 0.05 and 0.01 levels, respectively, 
using a two-tailed sign test. 


statistically significant at the œ = 0.01 level for both medium and large positive total earnings 
news. Thus, for medium and large total earnings news, univariate differences in medians 
suggest that firms can realise more positive abnormal returns when they provide guidance 
during the period. Assuming that the guidance does not disclose more than 100% of the good 
news, this result is consistent with the cue consistency theory forwarded in Miller (2005). 

.. Results for firms with negative total earnings news are reported in Panel B of Table 4, and it is 
here where substantial differences arise between the guidance and no-guidance samples. When 
the negative total earnings news is small (—1 to —5 cents), the three-day abnormal return 
surrounding; the guidance is large. in absolute value, — 3.5%. The.absolute.magnitude is substan- 
tially-greater.than the 1.4% abnormal return for small upward guidance in Panel A, however, this 
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could ђе due to managers disclosing a greater portion-of bad news relative to the portion of good 
news they disclose at the guidance date. The median abnormal return at the earnings announce- 
ment date is not significantly different from zero for the guidance sample,'! and is — 1.3% for the 
no-guidance sample. This difference is statistically significant at the a = 0.01 level, as would be 
expected since the guidance sample likely disclosed their bad news at the guidance date. 
However, the finding in the last column that the quarterly abnormal return is significantly more 
negative for the guidance sample suggests that firms might be penalised from a stock price per- 
P for providing the guidance relative to those firms with no guidance. The difference of 
4.1% is substantial given the relatively low level of total earnings news. 

For the medium (— 6 to —15 cents) and large (< — 15 cents) negative total earnings news 
groups, we find qualitatively similar results but larger magnitudes for the median levels and differ- 
ences in medians. Most importantly, quarterly abnormal returns to negative total earnings news 
are much more pronounced when firms provide guidance during the period. The differences in 
IwCAR for the medium and large total earnings news groups are — 7.9 and — 8.696, respectively. 
These magnitudes are substantially greater in absolute magnitude than the corresponding differ- 
ences for positive total earnings news in Panel А, and provide preliminary evidence consistent 
with there being a stock price penalty for negative quarterly earnings guidance. 

To more fully control for the effects of the magnitude of total earnings news on returns, we 
estimate the following regression (firm and time subscripts omitted): 


IwCAR = By + B, TNews% + B,GUIDE + B,DOWN“ + B PSEA + B;PTNews — — 

53 (1) 

+> QTR +e. 
i=] 


The variables IwCAR (long-window return) and TNews% (total earnings news) have been 
defined previously. GUIDE is an indicator variable equal to one when the firm provides guidance 
during the quarter, and zero if the observation is a matched control firm. DOWNS"* is an indi- 
cator variable equal to one when the quarterly earnings guidance direction is negative, and zero 
otherwise. Thus, the sum of (2; and Вз yields the average effect on returns from issuing downward 
earnings guidance after controlling for total earnings news. А negative sum would be consistent 
with the preliminary findings in Table 4 suggesting a market penalty to issuing an earnings 
warning. The coefficient on GUIDE (25) provides evidence as to how stock prices are affected 
by the issuance of upward and confirming guidance. 

The variable PS®“ is an indicator variable equal to one when the firm reports a positive 
surprise at the earnings announcement date, and zero otherwise. The coefficient on this variable 
is expected to be positive if the firm receives a market reward from reporting actual earnings 
that beat expectations, as documented in prior research (Bartov et al. 2002). Thus, the sum of 
B; + B4 + В. compares the positive stock price effects that arise from the firm reporting a 
positive earnings surprise with the negative effects from issuing an earnings warning (after con- 
trolling for the magnitude of total earnings news), and represents a formal test of our hypothesis. 

PTNews is an indicator variable equal to one when the firm's total earnings news is positive, 
and zero otherwise. Caylor et al. (2007) provide evidence that the market reward to meeting 
analysts’ forecasts is more a function of the first analyst forecast as opposed to the most recent 
forecast. Thus, if this finding holds for our sample ad period, we expect me coefficient: on 
this variable to be positive. | 

* To test the significance of the coefficient magnitudes in Equation (1) (and all T а 
е у we control for dependency in the error terms by reporting standard errors clustered by 
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firm-and include-quarterly dummy variables.in the regression (Rogers 1993, Petersen 2009). To 
control.for outliers and observations with undue influence on the regression parameters, we delete 
observations where the value of total earnings news is greater in absolute value than 25% of stock 
price or abnormal returns is greater.than 100% in absolute value. 

The. results from estimating Equation (1) are reported in Table.5 (quarterly dummies not 
reported). In addition to the full model, we report results from estimating a reduced model that 
merely examines the well-known relation between earnings and contemporaneous returns and fore- 
cast revisions. Comparing the full and reduced models provides.some insight as to the effect of the 
indicator variables on the model’s fit and their significance in explaining how investors and analysts 
respond to total earnings news. Аз expected, TNews% is highly significant. The magnitude of the 
slope coefficient suggests that for each dollar of total earnings news, stock price increases by approxi- 
mately $3.41. Measurement error in the explanatory variable and non-linearities in the regression 
both suggest that this slope coefficient is likely understated (Kothari and Zimmerman 1995). 

- Upon estimating the full model, we find a significant increase in ће adjusted-R^ and TNews% 
remains highly significant. We document a significantly positive coefficient on GUIDE, which indi- 
cates that firms realise a small stock price bump from providing upward guidance during the period 
independent of total earnings news, which is consistent with evidence presented in Table 4. Also 
consistent with Table 4 results, we find a significantly negative stock price effect on quarterly еат- 
ings of about — 9.3% (— 10.8 + 1.5) when firms issue downward earnings guidance. As expected 
and consistent with prior research, there is an equity premium to meeting the most recent analyst 
forecast after controlling for the magnitude of total earnings news (Lopez and Rees 2002). 
However, this equity premium does not compensate for the downward earnings guidance, as the 
absolute magnitude of 8, + B, is significantly greater than that of B, (p-value = 0.001).? 


Table 5. Results from regression analysis of market reaction to total earnings news. 





+ Regression equation: 


* : . 53 
МСАК = Во + B/TNews?6 + B;GUIDE + B3DOWNS"'*e + g,PSF^ + B.PTNews + 5; Y; ОТК+ € 
i=) 


* Bo 8 В Вз Ва Bs Adj. R? N 


Coef. — 0.003 3.406 | 6.7% 17,192 
(t-stat.)  (-0.36 (12.4) 
Coef. ` —0.033 с 1.525 0.015 — 0.108 0.004 0.085 15.6% 17,192 


- (tstat.) — (—3.66) (679) (345). (-1882) (537 (15.7) 
| В. + В + By = —0.069 


Definition of regression variables: IwCAR is the size-adjusted return extending from one day before the first mean 
consensus forecast for quarter { occurring after the earnings announcement for quarter { — 1 to one day after the 
earnings announcement for quarter /. TNews% is defined as the difference between actual earnings per share for fiscal 
quarter ¢ and the first mean consensus analyst forecast for quarter ¢ made after the earnings announcement for quarter ¢ 
— 1, deflated by stock price as of the first consensus analyst forecast for quarter ¢ occurring after the earnings 
announcement for quarter г — 1. GUIDE is an indicator variable equal to one if the company issued earnings guidance 
during the quarter (and zero otherwise). PSFA is an indicator variable equal to опе when actual earnings exceeds the 
eamings guidance for the guidance sample, or the last mean consensus analyst forecast for the matched sample (and 
zero otherwise). PTNews is an indicator variable equal to one when TNews% is positive (and zero otherwise). 
DOWN“ is an indicator variable equal to one when the earnings guidance is less than the most recent mean 
consensus analyst forecast that exists prior to the guidance (and zero otherwise). 

Coefficients are presented in bold when they are statistically significant at the a = 0.05 level using a two-tailed test. 
Standard errors clustered by firm with time period dummy variables (coefficients not reported) are used to control for 
correlation in the error terms. 
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° The results in Tables 4 and 5.provide new insight as to the net effects from a valuation perspec- 
дуе of guiding earnings down in order to report a positive earnings surprise. When firms have nega- 
live total earnings news, they would appear to benefit from going silent, which helps explain why 
firms choose this route during periods of poor operating performance (e.g. Chen et а!. 2007, Cheng 
2t al. 2007, Houston et al. 2010). The results are in stark contrast with research on preannouncement 
strategies (e.g. Soffer et al. 2000, Tan et al. 2002) suggesting that the optimal strategy is one that 
ensures a positive earnings surprise at the earnings announcement date. It appears that the pro- 
nounced investor reaction to downward earnings guidance is not offset by the equity reward 
from reporting a positive surprise, which is a new finding that this study contributes to the literature. 


5. Rationality of the stock price penalty for downward earnings guidance 


The previous section documents a net stock price penalty to issuing downward quarterly guidance, 
even afler considering the stock price bump from beating analysts' forecasts. In particular, the evi- 
dence in Tables 4 and 5 consistently shows that downward guidance results in lower quarterly 
abnormal returns. This response by investors could be rational if firms, by choosing to issue down- 
ward earnings guidance in the current period, are signalling (either implicitly or explicitly) poor 
future performance. Alternatively, given that earnings guidance merely communicates differently 
the same earnings information for the current period after holding constant the level of total earnings 
news, it’s possible the results are due to a market overreaction to downward earnings guidance. In an 
experimental setting, Libby and Tan (1999) find that although analysts believe earnings declines are 
less permanent for those firms that warn investors, the process of sequentially processing two 
signals (an eamings preannouncement warning and the subsequent actual earnings release) 
results in lower forecasts of future earnings for firms that warn of bad news. This disconnect 
between what individuals believe and how they behave is a common finding in the judgment 
and decision-making psychology literature (Libby 1981). 

. To provide evidence on whether the stock price penalty to downward earnings guidance is 
rational, we first estimate regressions that aggregate earnings news and equity returns over 
multiple periods. The association of downward guidance with contemporaneous forecast 
revisions and abnormal returns could be a function of guidance firms disclosing more bad 
news about future earnings realisations (Tucker 2007). If this is the case, by including future earn- 
ings performance in a regression model where equity returns are cumulated over the 
corresponding periods that earnings are aggregated, we should observe an attenuation of the coef- 
ficient on DOWNS" since any future earnings signal contained within the downward guidance 
is explicitly included in the model. Likewise, prior research generally attributes the stock price 
premium to meeting analysts’ forecasts as a signal for superior future performance (Bartov 
et al. 2002). If this is the case, a similar attenuation for the coefficients on PSF^ and PTNews 
should be observed as future earnings realisations are included in the model. 

Accordingly, we estimate the following three regressions, where earnings and returns are 
aggregated over two, three and four quarters, respectively. 
Two-period model 


CAR? = у, + у TNews%? + y, GUIDE + y DOWNO"'de +. ,PSPA + y PTNews 
53 | (2) 
+ yePSPAH! + ууРТМезуз'*! + В, у QTR +e 


i=l 
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z :Three-period model . 


CAR? = yo + y, TNews%? + y,GUIDE + у, РОМ“ +. y PSEA +. y. PTNews 


53 (3) 
4 у + y;PTNews'*! T руна на + y; PTNews'*? + В, У ОТЕ + È н 
ix] 
Four-period model 
CAR‘ = у, + y, TNews?6* + y,GUIDE + y,DOWNS'kée +. y,PSFA + y, PTNews 
+ ¥gPSPA! 4. y,PTNews't! + y, PSEAU? +. y PTNews''? + y OPSEAHS m 


53 
+ yu PTNews ^? + В, У QTR + г. 


i=l 


The dependent variables in the respective models (CAR?, CAR? and САВ“) are size-adjusted 
returns extending from one day prior to the first mean consensus forecast in quarter / through 
one day following the earnings announcement in quarters t+ 1, t+ 2 and #-+ 3, respectively. 
Therefore, these returns reflect earnings information disclosed within the earnings guidance in 
quarter ¢ and the entire subsequent quarter(s). TNews?6^, TNews%* and TNews%‘ are the 
total: earnings news aggregated over the quarters that correspond with the dependent variable, 
deflated by stock price as of the first consensus analyst forecast for quarter ¢ occurring after the 
earnings announcement for quarter f — 1. Specifically, total earnings news in quarter f is 
defined. as before (actual earnings in quarter ¢ less the first mean consensus analyst forecast 
after the earnings announcement for quarter # — 1). In subsequent quarters t+ 1 through # + 3, 
total earnings news is defined as actual earnings for those quarters less market expectations exist- 
ing in quarter г. When available, existing analysts’ forecasts for the corresponding quarters that 
exist prior to the earnings guidance in quarter ¢ are used as proxies for market expectations. 
However, most firms do not have analysts’ forecasts beyond quarter ¢ + 1. Therefore, when апа- 
lysts’ forecasts for future quarters are not available, we use actual earnings realised by the firm in 
the same fiscal quarter one year earlier. 4 

.- PSE^.and PTNews, as defined before, are indicator variables equal to one when the firm 
reports actual earnings greater than the earnings guidance (or the last available mean consensus 
analyst forecast for the no-guidance sample) and the first available mean consensus forecast for 
the quarter 7, respectively. The remaining variables in the model are similar indicator variables for 
the quarter indicated. For example, PSP^^*!, pSFA&2 and PSE^^*? are equal to one when the firm 
reports actual earnings in quarters ¢ + 1,1 + 2 and + 3, respectively, that exceed the most recent 
mean consensus analyst forecast prior to the earnings announcement for that quarter. Similarly, 
PTNews'*!, PTNews'*! and PTNews'*? are equal to one when actual earnings in the respective 
quarters exceed market expectations as of the guidance date in quarter t. 

Results from estimating the multi-period regression Equations (2) through (4) are presented in 
Table 6. The coefficient magnitudes and significance levels for DOWN, PSP^ and PTNews 
can be compared with the one-period model reported in Table 5. As expected, the association 
between returns and earnings news is strongly positive in every regression, and the magnitude 
of yı increases as the number of aggregated periods increase, consistent with prior research (War- 
field and Wild 1992)..Of particular interest in these regressions аге ће magnitudes of y; through 
ys..The: coefficients on GUIDE. and-DOWN“" are significant -in-every period, and their 
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magnitudes аге similar across regressions. Thus, the returns associated with а firm’s providing 
guidance and, in particular, the disproportionate decrease in market value from providing down- 
ward guidance persists up through quarter ¢ + 3 and there is virtually no attenuation in this associ- 
ation (change in coefficients across models is not significantly different). This stock price penalty 
cannot be explained by a decrease in future earnings performance given that future earnings are 
explicitly included in these models. The association between market value and downward gui- 
dance appears to be incremental to any information contained within the guidance about 
current or future earnings. | 

In contrast о the persistent magnitude of the coefficients for GUIDE and DOWNS", we find a 
general decline in coefficient magnitudes for РЅЁ^ and PTNews and their future counterparts as we 
increase the number of periods in the model (from the one-period model in Table 5 to the four-period 
model in Table 6). For example, the coefficient for PSP^ in regression Equation (1) reported in Table 
5 is 0.024, suggesting a 2.4% equity premium for meeting analysts’ expectations at the earnings 
announcement, after controlling for total earnings news. This premium tends to decline as future 
earnings are included in the regression. The only exception is y4 in the four-period model relative 
to the three-period model. А general declining trend for PTNews is also observed and for these vari- 
ables’ future counterparts (coefficients y6— Уо in Table 6). These results are consistent with the 
notion that the premium to beating analysts’ forecasts (whether it be the first or last forecast for 
the period) is a rational market response to signals about future earnings performance, He the 
premium declines as earnings performance is explicitly included in the model. 

To provide further evidence on the rationality of the differential market response to и 
guidance, we also re-estimate regression Equation (1) using a two-stage Heckman selection 
model to control for a potential self-selection bias wherein firms who choose to issue guidance 
may have larger amounts of unfavourable news than other firms. Although researchers have 
expressed concerns in recent years regarding these types of selection models (e.g. Puhani 
2000, Francis and Lennox 2008, Kennedy 2008), the use of such a model increases the compar- 
ability of our findings with those of prior research, notably Tucker (2007). 

In the first stage, we follow Tucker (2007) in modelling managers’ litigation, reputation and 
earnings-torpedo-related motives for issuing guidance. The following six instrumental variables 
from Tucker (2007) are utilised: the log of market value of equity, the log of the absolute value of 
the earnings surprise, the number of quarterly earnings guidelines issued in the previous year, the 
average number of analysts following the firm, the market-to-book ratio and earnings volatility. 
We also include three additional instruments. Litigation risk is captured by including an indicator 
variable equal to one if the firm belongs to a high-litigation-risk industry as defined by Matsumoto 
(2002). To capture earnings-torpedo-related effects that might motivate managers to warn 
(Skinner and Sloan 2002), we include stock return volatility during the previous 12 months 
and the‘consensus analyst long-term earnings growth forecast. 

Similar to Tucker (2007), we interact the inverse Mills ratios from this analysis with GUIDE 
in our second stage. In untabulated analysis, we find that while this control for self-selection does 
slightly reduce the magnitude of the results in Table 5, inferences remain unchanged. '? Thus, our 
results do not appear to be driven by a self-selection bias that is related to other earning news sim- 
ultaneously disclosed by guidance firms. 


6. Reconciling results with prior research 


The evidence in this study indicates that firms realise a stock price кй from issuing eve 
quarterly earnings guidance that exceeds the stock price premium from meeting analysts’ fore- 
casts, after holding. total earnings news constant. .Our. results do not explain the rationale. for 
the penalty; but they can assist in explaining why firms. tend to:discontinue providing guidance 
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during times of poor operating. performance (e.g. Chen et al. 2007, Cheng et al. 2007, Houston 
et al. 2010). In addition, our results are consistent with some prior research on the differential 
market response to downward guidance (Hutton et al. 2003) and the market response to pre-earn- 
ings announcement warnings of large negative surprises (Kasznik and Lev 1995). However, our 
results contrast with research suggesting that the optimal disclosure strategy from a stock price 
perspective is to ensure a positive surprise at the earnings announcement, even when that 
means talking analysts! forecasts down. In this section, we attempt to reconcile our results 
with prior contrasting research by initially estimating the same regression specifications that 
were implemented in other studies, and then expanding the regressions to examine the 
incremental significance of DOWNS“, 

Two archival studies that draw different conclusions from this study are Soffer et al. (2000) 
and Miller (2005). Soffer et al. (2000) conclude that the market reacts more strongly to the 
eamings announcement compared to an earnings preannouncement, which is opposite from 
what we find for downward guidance observations. Also, Soffer et al. conclude that the 
optimal preannouncement strategy to maximise stock price is to always report a positive earnings 
surprise. In their study, the sign of the preannouncement surprise is unimportant so long as it does 
not preclude a firm from reporting a positive surprise at the earnings announcement date. 

Miller (2005) concludes that the market reaction to total earnings news is most pronounced 
when the guidance news and earnings announcement news are of the same sign. This cue consist- 
ency theory is not completely consistent with the implications in this study that suggest the key to 
an optimal disclosure strategy is not the consistency of the earnings surprises but rather, the sign 
of the earnings guidance. 

We use the same terminology employed in Soffer et al. (2000) to express their regression spe- 
cification as follows: 


CARPA-LEAH — a + од TOTNEWS + а МЕСЕА + a3(TOTNEWS*NEG*) +=. (5) 


The measurement of the variables in Equation (5) is equivalent or very similar to what has 
already been used in regression Equations (1) through (4) in this study, and we continue to 
employ the same measurement procedures as before. Any differences in variable measurement 
between this study and Soffer et al. (2000) are specifically delineated. CAR'^^ А+! js 
defined in Soffer et al. (2000) as the size-adjusted return extending from one day before the 
earnings guidance to one day following the official earnings release date. We extend the 
window for this variable to one day before the first consensus analyst forecast to ensure 
that all the earnings news is captured by returns. TOTNEWS ог total earnings news is 
measured the same way as TNews% in Equation (1). NEG® is an indicator variable 
equal to one when the firm reports a negative surprise at the earnings announcement date 
and zero otherwise." 

Upon initially estimating Equation (5) and comparing our results with the results reported in 
Soffer et al. (2000), we estimate an expanded equation that includes DOWNS" as ап additional 
explanatory variable, which indicates whether or not the earnings guidance during the period is 
downward (as defined before): 


CARPA-LEA* — ду + a  TOTNEWS + о МЕСА + aj (TOTNEWS«NEGE^) 


a (6) 
‚ + ag DOWN _ 2, ; 


Similar to Soffer её al. (2000) we estimate regression Equation (6) only for the guidance sample. 
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А similar process is employed to reconcile our results to those reported in Miller (2005). The 
regression specification employed in Miller (2005) is as follows: 


· CAR = В, + В, TOTSURP + 8,NEGEPSSURP + 8,TOTSURPSIGN 
| + B(TOTSURPSIGN*TOTSURP) + 8; NEGEARN 

+ B(NEGEARN*TOTSURP) + 8;PATHTYPE 

+ B;(PATHTYPE«TOTSURP) + 2. 


(7) 


CAR and TOTSURP are defined equivalently as lwCAR and TNews in Equation (1).'* NEGEPS- 
SURP is defined the same way as NEG*^ in Equation (6); specifically, it is an indicator variable 
equal to one when the firm reports a negative surprise at the earnings announcement date. TOT- 
SURPSIGN is defined equivalently to PTNews, which is an indicator variable equal to one when 
the firm reports actual earnings in excess of the mean consensus analyst forecast prior to the gui- 
dance. NEGEARN is an indicator variable equal to one when the actual earnings are negative and 
zero otherwise. Finally, PATHTYPE tests the primary hypothesis in Miller (2005) that the market 
reaction will be more pronounced when the guidance and official earnings news are of the same 
sign. This indicator variable is equal to one when the signs of the surprises on the two dates are 
consistent, and zero otherwise. 

After estimating the regression in Miller (2005), we expand the equation to include 
DOWN®"ide as follows to assess whether or not reporting downward guidance has an 
incremental effect on stock prices: 


CAR = В, + B, TOTSURP + B,NEGEPSSURP + 8; TOTSURPSIGN 
+ B,(TOTSURPSIGN#TOTSURP) + B,NEGEARN 
+ Bg(NEGEARN#TOTSURP) + B,PATHTYPE (8) 


+ Bg(PATHTYPE*TOTSURP) + DOWNS" +. в, 


` The results from this exercise are reported in Table 7. Panel A is related to Soffer et al. (2000) 
and Panel B relates to Miller (2005). The first row of regression results presents what is reported in 
the original papers. The second row presents the results from estimating the same regression spe- 
cifications on our sample. As can be seen in Panel A of Table 7, we are able to produce results that 
are qualitatively similar to what is reported in Soffer et al. (2000). The only meaningful difference 
is that we find a significantly negative coefficient for the slope interaction TOTNEWS*NEG*; 
probably because the size of our sample allows for more powerful tests that can detect smaller 
effects. 

‘In the last column, we examine how the interpretation of the results is affected by the inclusion 
of DOWNS"“* in the regression. Consistent with our prior results, we continue to find a negative 
coefficient for DOWNS“ that is strongly significant. We also continue to find a significant 
coefficient for NEG*^; thus, our-results confirm the notion that firms realise more positive 
returns when they are able to avoid reporting a negative earnings surprise. This result is 
consistent with what is reported in Tables 5 and 6. However, the significance and magnitude of 
the. DOWNS“ coefficient gives rise to a different interpretation of the relative importance of 
talking down analysts’ forecasts in order to report a positive earnings surprise, as the coefficient 
on DOWN“ is significantly more negative than that of NEG™“ (p-value = 0.001), suggesting 
that the- stock price effects of reporting a positive earnings surprise are not as large in absolute value 
and do:not completely offset the-negative effects of reporting downward earnings guidance.- 
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~ The-first row-of regression results in Panel B presents what was reported in Miller (2005). We 
are unable to-produce an-exact replication of Miller (2005). Most importantly, the coefficient on 
the PATHTYPE*TOTSURP interaction term is not significant for our sample, suggesting that this 
result is not robust across firms and/or over time. Otherwise, most of the results for our sample are 
close to what is presented in Miller (2005). Further, the coefficient on DOWNS" remains 
strongly significant within this model, providing more evidence of the robustness of our 
primary findings across regression specifications, and provides a different interpretation from 
what is presented in Miller (2005) as to the optimal disclosure strategy to maximise stock price. 


7. Conclusions and discussion 


Prior studies have examined the important issue of the overall market reaction to the combinéd 
news disclosed in earnings preannouncements and subsequent official earnings releases. The 
evidence from this line of literature is not completely consistent. Some studies suggest that 
warning investors of impending bad news will result in a more negative overall market 
response even though the total earnings news is the same if there had been no warning 
(Kasznik and Lev 1995, Libby and Tan 1999). In contrast, more recent research indicates 
that an optimal disclosure strategy is to guide earnings expectations to ensure a positive sur- 
prise at the official earnings release date (Soffer et а!. 2000, Tan et al. 2002, Miller 2005). 
These latter results suggest that investors and analysts tend to react more strongly to earnings 
announcements compared to preannouncements, but this notion cannot be neatly reconciled 
with the literature that consistently shows a substantial market reaction to management earn- 
ings guidance, especially when the guidance is negative (Hutton et al. 2003). Further, although 
Caylor etal. (2007) do not examine earnings guidance explicitly issued by managers, they find 
evidence indicating that the optimal disclosure strategy is not always to ensure a positive earn- 
ings surprise. : 

: With the development of First Call’s Company Issued Guidance database, researchers have 
access to better data to examine the importance of voluntary management disclosures relative 
to official earnings announcements. Based upon a large sample extracted from this database, 
we show that controlling for the magnitude of total earnings news, quarterly stock returns are 
more negative when the firm provides downward earnings guidance during the period relative 
to a no-guidance control sample. This study is the first to provide large-sample evidence on 
the net benefits to explicitly guiding earnings expectations down to а beatable level. 

- We examine whether this net stock price penalty for downward guidance can be explained by 
future earnings realisations. The inclusion of future earnings in a multiple-period regression fra- 
mework reveals that the stock price penalty to downward guidance persists over at least three sub- 
sequent quarters relative to the guidance quarter, while the premium to meeting analysts' forecasts 
is attenuated over the same period. This result indicates that the market response to the guidance 
cannot be explained by differential operating performance over the next three quarters. Using a 
Heckman two-stage selection model, we also show that this market response to downward gui- 
dance is not driven by a self-selection bias. These results go against the conventional wisdom 
that companies can benefit from warning investors about impending bad news, and that stock 
price is maximised when managers report a positive earnings surprise even when downward 
guidance is required to do so. 

Consistent with prior research, we observe that most guidance is negative, which begs the 
question: if downward guidance is overall harmful to firm value after controlling for total earnings 
news, why do managers provide downward guidance? A potential response is the general trend 
among companies of discontinuing the practice of providing short-term guidance. A 2007 survey 
by the National Investor Relations Institute indicates that 5196 of its: members in that year 
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provided earnings guidance, which is a substantial decline from 77% in 2003. Research has found 
that company decisions to go silent are associated with negative operating performance (Chen 
et al. 2007, Houston et al. 2010). Further, a recent working paper finds that when total earnings 
news for a period is negative, a greater proportion of it is released through the earnings announce- 
ment relative to positive total earnings news (Roychowdhury and Sletten 2010). This evidence 
suggests that many managers might be aware of the penalty for downward guidance and take 
actions to avoid it. 

Although we are unaware of managers explicitly citing stock price effects of downward gui- 
dance as a motive for discontinuing the practice of issuing guidance, it stands to reason that if a 
stock price penalty exists for downward guidance, then it would serve as an incentive to managers 
to stop issuing guidance altogether and not only during periods of poor performance. Selectively 
issuing guidance only when managers have good news would not seem to be a prudent policy, as 
that would expose the firm to greater liability. When firms do not meet analysts’ forecasts and 
stock price falls precipitously, stockholders are eager to assign blame to managers. Having 
demonstrated a willingness to provide guidance in the past when analysts’ forecasts were too 
low, managers could be held liable if they stay silent when analysts’ forecasts are too high. In 
contrast, when a firm adopts a ‘no guidance’ policy, managers are unlikely to be held responsible 
for what third parties (i.e. analysts) say about the firm. In fact, avoiding litigation is a reason cited 
by managers as to why they discontinue providing guidance (Morgan 2003). Another potential 
response as to why most earnings guidance is negative is the possibility that managers believe 
the conventional wisdom that firms are penalised for not being forthcoming about bad news. 

' Our results suggest that the market response to negative guidance is not rational. An expla- 
nation for the response is beyond the scope of this study, but prior behavioural research provides 
a possible explanation. Libby and Tan (1999) design an experiment that examines analyst forecast 
revisions of future earnings under different conditions. One set of analysts are asked to provide a 
new forecast after an earnings warning and then again after the official earnings release (a sequen- 
tial condition). Another group of analysts are given the same information from the warning and 
official earnings release simultaneously (a simultaneous condition) and asked to provide a new 
forecast. Finally, a third group of analysts provide a new forecast after being informed only 
about the actual earnings with no warning (a no-warning condition). The authors find that analysts 
seem to prefer a warning about negative earnings because the revisions for the simultaneous con- 
dition were less negative compared to the no-warning condition. However, the sequential con- 
dition resulted in the most negative revisions, which suggests that any perceived benefit from 
warning investors about negative earnings is more than offset by the cognitive process of sequen- 
tially receiving an earnings warning followed by an earnings announcement. These results 
provide a possible explanation for the apparent disconnect between the conventional wisdom 
that downward guidance might ultimately benefit companies’ stock price and actual market 
behaviour. 
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Notes 
1. See, for example, Kasznik and Lev (1995), Libby and Tan (1999), Soffer et al. (2000), Tan et al. (2002) 
and Miller (2005, 2006). 
2. There are many factors involved in a firm’s decision to issue guidance beyond the stock price. These 
include litigation costs (Francis et al. 1994, Skinner 1994) and stock option compensation (Noe 1999, 
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се" Aboody and. Kasznik 2000): However; our research question is focused on the stock price effects of 

~ ~ Various earnings disclosure strategies. — . 

3. See Skinner (1994), Hutton et al. (2003) and Kothari et al. (2009). Anecdotally, incidents of a large 
stock price response to downward earnings guidance are easy to find. On 24 October 2002, after 
the close of trading, CIGNA announced the company would not meet analysts’ expectations due to 
weakness in one of its major segments. The price of the company's shares fell as much as 4596 the 
following day. On 3 January 2006, prior to the market open, Pilgrim's Pride guided first-quarter earn- 

-ings lower citing lower sales prices and worse than expected performance in its Mexico operations. 
Share prices fell that day by more than 20%. 

4. In addition to earnings guidance, a sampling of the types of management disclosures that are included 
in Kasznik and Lev (1995) are sales forecasts, asset write-offs, gains on asset sales, order backlog, 
stock repurchases, dividends, earnings components, appointments of officers and board members, 
and capital expenditures. . 

Similar results are documented in Atiase et al. (2006). 

Their sample is restricted to earnings surprises that exceed 1% of stock price. 

By comparison, previous archival studies on earnings preannouncements typically employ only a few 

hundred observations or less. 

Industry is represented as the first two digits of the Global Industry Classification Standard code. 

We find successful matches for an additional 1410 firm/quarter guidance observations when we elim- 

inate the industry criterion, and an additional 391 observations when we further eliminate the firm size 

criterion. АП inferences in the paper remain unchanged when we use this expanded sample. 

10. Ме do not indicate in the table statistical significance for the median levels; however, unless otherwise 
indicated, all medians are statistically significant at conventional levels. 

11. The median abnormal return surrounding the earnings announcement date for the medium total earn- 
ings news group is also not significantly different from zero. All other median levels in the panel are 
significant at conventional levels. 

12.. Admittedly, these parameter cut-offs are arbitrary, but they result in fewer deleted observations com- 
pared to the no less arbitrary method of deleting observations in the extreme 1 or 5 percentile tails of 
the distribution, which is a common practice in the literature. 

13. We also document an incremental and more pronounced equity premium when firms beat the first 

: „mean consensus analyst forecast for the period, which is consistent with Caylor et al. (2007), 
however, this stock price effect does not depend on whether or not the firm provides guidance 

. „during the period. 

14. As an alternative approach to obtain market expectations when analysts' forecasts are unavailable, 
actual earnings in previous periods are adjusted by the difference between consensus analysts’ fore- 
casts for quarter ¢ that existed immediately prior to the guidance, and the last consensus analyst forecast 
for quarter  — 4 prior to the earnings announcement for quarter £ — 4. This approach assumes that any 
forecasted improvement or decline in earnings for the current period relative to a year ago is permanent 
and the trend will continue for all subsequent quarters. Results from this alternative approach are quali- 
tatively identical to what is reported in Table 6. 

15. Specifically, the negative stock price effect of issuing downward guidance is reduced from —9.4 to 

р — 6.9%, while the equity premium from meeting analysts’ expectations decreases from 2.7 to 2.0%. 
More importantly, the absolute magnitude of B2 + Вз remains significantly greater than that of B4 
(p-value = 0.001). 

16. Soffer et al. (2000) deflate total earnings news by beginning of quarter stock price instead of stock price 
as of the first consensus analyst forecast for quarter ¢ occurring after the earnings announcement for 
quarter f — 1. 

17. Soffer et al. (2000) define NEGF^ as equal to one when the earnings preannouncement released more 
than 105% of its positive news or less than 95% of its negative news. 

18. Miller (2005) deflates TOTSURP by stock price as of 10 days prior to the guidance date. 
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The aim of the paper is to investigate the relationship between board reputation and corporate 
social performance. Specifically, we claim that corporate social performance may be a function 
of board attributes and we investigate the association between board reputation — in terms of 
board composition, competence, diversity, leadership, structure and links with the external 
environment — and the social performance of firms, after controlling for other company- 
specific characteristics. In order to explore such a relationship, we analyse the association 
between corporate social performance and board reputation of the Business Ethics 100 Best 
Corporate Citizens over the period 2005—2007. Data on corporate social responsibility are 
collected from the KLD's SOCRATES database, which is derived from multiple sources and 
is not dependent upon corporate self-reporting. Data on board reputation are hand-collected 
from corporate reports and proxy statements. Our empirical evidence shows that the 
proportions of independent, community influential and female directors are positively 

. associated with corporate social performance, while the presence of a corporate social 
responsibility (CSR) committee is positively associated with community performance. In 
contrast, we find that CEO duality and community influential directors with multiple 
directorships have a negative effect on corporate social performance. 


Keywords: board of directors; corporate social performance; stakeholder theory; community 
influential directors; women on the board 


1. Introduction 


The recent financial crisis, the collapse of high profile companies and the increasingly stringent 
stakeholder pressure have increased debate on corporate governance and board responsibility. 
More emphasis is being placed on the ethical, environmental and social responsibilities of the 


*Corresponding author. Email: c.a.mallin@bham.ac.uk 


ISSN 0001-4788 print/ISSN 2159-4260 online 
© 2011 Taylor & Francis 

рог: 10.1080/00014788.2011.550740 
http://www.informaworld.com 


120 | : C.A:Mallin and G. Michelon з. 


firm-towards-a. broad. range of stakeholders in order to establish and enhance the firm's legitimacy 
to operate.-According to Neu et al. (1998, р. 265), organisational legitimacy improves the inflow 
of resources necessary for the viability of the company (Pfeffer and Salancik 1978, Neu et al. 
1998),. allows for the avoidance of product boycotts and other disruptive actions (Elsbach 
1994) and enhances corporate reputation (de Quevedo-Puente et al. 2007). 

The-aim of the paper is to investigate the relationship between board reputation and corporate 
social performance amongst the Best US Corporate Citizens. Specifically, we claim that corporate 
social performance may be a function of board reputation and we classify. group the concept of 
board reputation into several attributes: board composition, competence, diversity, leadership, 
structure and links with the external environment. We investigate the effects that each of these 
attributes has on the social рн of firms, after шо for other company-specific 
characteristics, 

In order to explore such a "КОЕТ, we make use of a US-based sample of companies con- 
sidered the Best Corporate Citizens over the period 2005—2007. We analyse the association 
between corporate social performance and board reputation of the Business Ethics 100 Best Cor- 
porate Citizens. This data-set has the advantage of providing us with a multidimensional measure 
of each firm’s social performance. Data on corporate social responsibility are collected from the 
KLD’s SOCRATES database, which is derived from multiple sources and is not dependent upon 
corporate self-reporting. Data on board reputation are hand-collected from corporate reports and 
proxy statements. We employ various measures to proxy for board reputation: the proportion of 
independent directors, the proportion of community influential directors, the proportion of 
women, CEO duality, the presence of a corporate social responsibility (CSR) committee and rela- 
tional capital (multiple directorates). 

~; We find that board reputation is positively associated with the social performance of the 100 
Best Corporate Citizens. Our empirical evidence shows that (i) the proportion of independent direc- 
tors is positively associated with corporate social performance and environmental performance; (ii) 
the proportion of community influential directors is positively associated with corporate social per- 
formance, community performance and environmental performance; (iii) the proportion of women 
directors is positively related also with employee relations and human rights performance; (iv) the 
presence of a CSR committee is positively associated with community performance and human 
rights performance. Moreover, we provide empirical support for the hypothesis that CEO duality 
is detrimental to corporate social performance, as indeed are directors with multiple directorships. 
' -This paper makes several contributions. First of all, it explores the relationship between board 
reputation attributes and corporate social performance, which to the best of our knowledge has not 
been studied yet in the literature. Second, we provide theoretical and empirical evidence that the 
effect of board attributes on corporate social performance is depicted more completely when 
looking at the specific competences of directors, as in the case of community influential directors. 
Thus traditional proxies for board composition are not a good prediction of the service role of Hie 
boaii in terms of legitimacy and reputation. 

~ The paper is structured as follows. The next section presents the theoretical framework. The 
development of hypotheses is presented in Section 3. Section 4 describes the research method- 
ology, followed by discussion of the results in Section 5. Conclhding remarks are presented ‘in 
the final section. 


2. Theoretical framework 

The main question we try to answer in this paper is which characteristics and attributes of the 
board of directors аге. related -to the corporate social performance of companies. In order to 
discuss the role of the board-of directors with regard to corporate social performance, we will 
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refer to resource dependence theory (Pfeffer and Salancik 1978), while we-will rely on legitimacy 
theory to discuss the theoretical underpinnings of such a relationship (Dowling and Pfeffer 1975). 
‚ The board of directors is the ‘apex of the decision-making process’ (Kassinis and Vafeas 2002, 
p. 400) and they are ultimately responsible for corporate social strategy, whether this strategy is 
“proactively pursued or passively rubber-stamped’ (p. 400). According to Hillman and Dalziel 
12003), the board of directors plays two different functions: monitoring (control role) and pro- 
vision of resources (service role). The monitoring function has been mainly analysed following 
agency theory (Jensen and Meckling 1976, Fama and Jensen 1983), according to which directors 
are responsible for.monitoring managers on behalf of shareholders, given the potential for con- 
Jicts of interest arising with the separation of ownership and control (Berle and Means 1932). 
Ор the other hand, the focus on the service role of boards is the perspective adopted in the 
resource dependence (Pfeffer 1972, Pfeffer and Salancik 1978, Hillman et al. 2000) and stake- 
holders’ research (Johnson and Greening 1999, Luoma and Goodstein 1999, Hillman and 
Keim 2001, Huse 2003). . 

Indeed, various authors advocate а broadening of the corporate governance agenda to encom- 
dass a stakeholder and legitimacy perspective (Tirole 2001, Huse 2003, OECD 2004, Webb 2004, 
Aguilera et al. 2006, Deakin and Whittaker 2007, Brennan and Solomon 2008). Following this 
perspective, the board of directors can be seen a mechanism of legitimacy and reputation, as 
its role is to ensure that the company is managed efficiently, top management has oversight 
and stakeholders’ interests are taken into consideration at the highest levels of decision mae 
(Michelon and Parbonetti 2010). | 

According to resource dependence theory, boards consist of both human capital mo 
expertise and reputation) and relational capital (network of ties to other firms and external con- 
tingencies) (Hillman and Dalziel 2003, p. 383), thus assuring the management of external depen- 
dencies and the provision of important external resources (Hillman et al. 2001). Directors are seen 
not only as keepers of shareholders’ fiduciary duties, but also as able to enhance the firm's repu- 
tation, by establishing contacts with the external environment and providing top management 
with insightful advice as to what stakeholders expect from the company. Markarian and Parbonetti 
(2007, p. 1225) in examining board of director composition, assert that boards perform different 
tasks at the same time and that, within the board, each director plays a specific role consistent with 
their own skills, competencies, professional expertise and links with the external environment that 
produces ‘a mosaic of decision making structures and subsequent firm behaviour’. 

Following Zahra and Pearce (1989, p. 297), in this paper we assume that corporate boards act 
as ‘boundary spanners’ and perform many roles at the same time, providing four types of benefits 
to the firm: advice and counselling (Mintzberg 1983, Lorsch and Maclver 1989); legitimacy 
(Selznick 1949); channels for communicating information between external organisations and 
the company (Hillman et al. 1999) and preferential access to commitments or support from impor- 
tant stakeholders in the company’s environment (Hillman её al. 2001). Thus, directors may do 
more than reduce uncertainty (Hillman et al. 2000), as they bring resources and legitimacy to 
the company (Gales and Kesener 1994). Within this framework, the reputation of the directors 
in the community and among stakeholders enables the company to carry on its business and 
actions, mobilise external support and resources, and enhance mom DM legitimacy 
(Provan 1980, Deephouse 2000). 

Organisational legitimacy has been discussed for some time in the academic literature. 
Dowling and Pfeffer (1975, р. 122) suggest: 


organisations seek to establish congruence between the societal values associated with or implied by 
~ their activities and the norms of acceptable behaviour in the larger social system of which they are а _ 
part. Insofar as these two value systems are congruent we can speak of organisational legitimacy. . 
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Corporate social responsibility has been addressed in the literature (e.g. Husted and Allen 2000) 
as a strategy that helps companies in addressing societal concerns about corporate behaviour and 
thus is able to enhance organisational legitimacy. According to de Quevedo-Puente et al. (2007, 
p. 66) corporate social performance describes ‘the degree of legitimacy of the firm’s behaviour by 
the standard of its institutional context’, so that a firm is behaving legitimately when its actions are 
perceived as congruent with society’s expectations (Suchman 1995) on the social, environmental 
and economic impact of the firm’s activities. According to Unerman and Bennett (2004, p. 685), 
‘good corporate governance and accountability should focus on addressing these social, environ- 
mental, economic and ethical expectations’. 

As firms operate in a constantly changing environment, they must show that they operate 
within the bounds, values and norms of the society (Brown and Deegan 1998). By legitimacy, 
that is, the accumulation of similar social performances over time (de Quevedo-Puente et al. 
2007), the firm is able to consolidate its corporate reputation (Fombrun and Rindova 1994, 
Rao 1994). 

Corporate social performance has been widely discussed in the literature (see, e.g. Carroll 
1979, 1991, Wartick and Cochran 1985, Clarkson 1995) as being a multidimensional concept 
(Johnson and Greening 1999), associated with corporate legitimacy (de Quevedo-Puente ef al. 
2007) and built on a set of principles, processes and policies (Wood 1991). 

The effects of board’s characteristics on social performance, defined as the outcome of the 
firm’s social strategy (Husted and Allen 2000), will be studied with reference to the various 
roles played by the board and the directors (Zahra and Pearce 1989), considering that, by estab- 
lishing external ties with stakeholders and the wider society, directors are able to attract and retain 
precious resources to the firm’s survival and thus enhance the organisational кешу (Zahra 
ne Pearce 1989, p. 297). 

: Based on the above considerations and given the lack of significant board variables in social 
en: studies, our objective is to investigate whether board reputation has an effect on cor- 
porate social performance. 


3. Development of hypotheses 


Based on the idea that corporate governance encompasses all ‘the interests that affect the viability, 
competence and moral character of an enterprise’ (Selznick 1992, p. 290, see also Worthy and 
Neuschel 1983, Haniffa and Cooke 2005) and that board reputation consists of both human 
capital, in terms of experience, expertise, leadership, and of relational capital, in terms of ties 
with external contingencies (Hillman and Dalziel 2003), we analyse the impact of board compo- 
sition, competence, diversity, leadership, structure and links with the external environment on cor- 
porate social performance. 


i 


Board composition — independent directors 


According to the resource dependence framework (Pfeffer and Salancik 1978), independent direc: 
tors attract valuable resources vital to the company's viability by establishing external links with 
stakeholders and other organisations and they enhance the reputation of the firm (Certo et al. 
2001). The presence of independent directors on the board should increase the board's objectivity 
and its ability to represent multiple points of view ofthe firm's role in the environment and among 
stakeholders (Haniffa and Cooke 2005). Moreover, according to Johnson and Greening (1999, 
р.'569), by representing various constituents and being’ knowledgeable about the critical contin- 
gencies facing firms, they ‘may be more inclined to comply with environmental standards to avoid 
penalties; fines and negative media exposure and a subsequent loss of reputation’. In this sense, 
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they ‘reflect changing societal values in shaping corporate identity because boards lack requisite 
power to bring about desired changes in the role of the corporation’ (Zahra and Гое 1989, 
р. 304). 

Wang and Dewhirst (1992) find that outside directors are likely іо have a ане; опеп- 
tation and are conscious of the expectations of the different constituencies of the firm. Johnson 
and Greening (1999) find empirical support for their hypothesis that outside directors’ represen- 
tation is positively associated with corporate social performance. The theoretical argument behind 
these findings is that, by being more dedicated to stakeholders’ expectations, independent direc- 
tors will increase their own prestige and role in society and thus they will be more likely to encou- 
tage the company to undertake CSR activities. 

If independent directors are likely to respect the stakeholder obligations of the firm, they are 
more likely to be committed to stakeholder responsibility because in this way they increase their 
prestige and role in society (Zahra and Stanton 1988, Haniffa and Cooke 2005). Hence, we 
present our first research hypothesis, in alternative form: s 


H1: Corporate social performance is positively associated with the proportion of independent 
directors. 


3.1. Board competence — community influential directors 


Previous research on corporate governance and social performance has mainly concentrated on 
the role played by outside (independent) directors (see, e.g. Johnson and Greening 1999). . 

Following Baysinger and Hoskisson (1990) and Markarian and Parbonetti (2007), non-execu- 
tive directors are not homogeneous in terms of skills, competencies, expertise and networks with 
the external environment. We argue that the specific and unique individual competencies of board 
directors contribute differently to the board process and priorities, thus motivating management to 
adopt specific strategies and actions (Goodstein and Boeker 1991). In order to understand the 
impact that diversity in terms of competencies and backgrounds of directors has on social per- 
formance, we concentrate on community influential directors (Hillman et al. 2000, Michelon 
and Parbonetti 2010). 

Community influential directors (hereafter “community influentials’) typically are ‘directors 
with experience and linkages relevant to the firm’s environment beyond competitor firms and sup- 
pliers. Community influentials include directors who possess knowledge about or influence over 
important non-business organisations’ (Hillman et а!. 2000, р. 241).! They are mainly political 
and religious leaders, university faculty and members of social or community organisations, 
including military officers (Baysinger and Zardkoohi 1986, Hillman et al. 2000). By supplying 
the firm with linkages to society beyond the competitive context, they bring experience and con- 
nection to community groups and organisations (Baron 1995), like societal movements and non- 
profit organisations. According to Hillman et.al. (2000, p. 242), community influentials ‘provide 
valuable non-business perspectives on proposed actions and strategies’. In this sense, their com- 
petence, expertise and influence on societal constituencies help the firm in avoiding strategic 
choices and actions р the interests of such constituencies and promoting PSU responsible 
actions. 

The presence of community influentials on the board helps in obtaining commitments or 
support from important stakeholders and, by establishing these relationships with stakeholder 
groups, they provide legitimacy to the company. According to Kassinis and Vafeas (2002, 
p. 401), community influentials are ‘less likely to tolerate environmental irresponsibility 
because their interests are ‘more closely aligned with ‘the interests of the community at large’. 
Since they provide the board with better knowledge about stakeholders’. needs and expectations, 
they enhance the board awareness about stakeholders’ expectations and ensure that their:interests 
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are taken into account during corporate decision making (Selznick 1992). As a consequence, they 
might promote corporate social performance in order to ensure congruence between the firm’s 
decisions and societal values. This leads us to the formulation of the second hypothesis, in alterna- 
tive form: 


H2: Corporate social performance is positively associated with the proportion of community 
influentials. 


3.2. Board diversity — women on the board 


According to Coffey and Wang (1998), board diversity is defined as variation among its 
members.” The relevance of female presence on the board is stressed by Hillman et al. (2002) 
and more recently by Adams and Ferreira (2009), according to whom they are increasingly 
being appointed to corporate boards. According to the literature on gender-based differences, 
women and men are different in the way they play their leadership role: while men are character- 
ised mainly to agentic? attributes (Eagly et al. 2003), women are more ascribed to communal 
characteristics. Communal characteristics are concerned primarily with the welfare of other 
people, helpfulness, kindness, sympathy, sensitivity, nurturing and gentleness. According to 
Nielsen and Huse (2010) such elements are translated in working situations into accepting 
others' positions, supporting and soothing others and contributing to relational and interpersonal 
problems. Moreover, research has found evidence that female directors are more likely to be coop- 
erative and collaborative and they are more oriented towards improving and enhancing the others’ 
self-worth (Eagly et al. 2003). According to Siciliano (1996), board gender diversity improves 
organisational performance because it provides new insights and perspectives. Bilimoria (2000, 
p. 27) suggests that women are valued as board members for their ability to ‘provide strategic 
input and generate productive discourse’. 

‚ Such abilities, combined with the communal characteristics predominant in female directors, 
are more likely to lead to the women's active involvement in issues of a strategic nature that 
concern the firm and its stakeholders. Thus *women may be particularly sensitive to — and 
may exercise influence on — decisions pertaining to certain organisational practices, such as cor- 
porate social responsibility and environmental politics’ (Nielsen and Huse 2010, p. 138). This 
leads us to the formulation of the third hypothesis, in alternative form: 


H3: Corporate social performance is positively associated with the proportion of women directors. 


3.3. Board leadership — CEO duality 


CEO duality occurs when one individual serves as both chairman ofthe board of directors and chief 
executive officer. Best practice in corporate governance recommends the separation of the role of 
the chairman from that ofthe CEO (OECD 2004), in orderto ensure a frank and honest discussion of 
the performance of the firm (Carver 1990). According to Fama and Jensen (1983, p. 314) CEO 
duality ‘signals the absence of separation between decision control and decision management". 
Forker (1992, p. 117) adds that ‘a dominant personality commanding a company may be detrimen- 
tal to the interest of shareholders’. Roberts et al. (2005) assert that CEO duality constrains board 
independence, as combining the role of CEO and chairman compromises the system of checks 
and balances and represents a conflict of interests, thus reducing the overall accountability of the 
firm. Thus, based on the agency arguments of Forker (1992) and Roberts et al. (2005), CEO 
duality reduces the overall legitimacy of the company in front of stakeholders. 
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In contrast to agency theory, organisation theory supports the idea that strong leadership could 
be interpreted as a characteristic that brings legitimacy, as it sends a signal to stakeholders that the 
firm has a clear direction (Salancik and Мета! 1984) and that ‘someone is in charge and that the 
fate of the organisation depends on that person’ (Pfeffer and Salancik 1978, p. 263). Thus, CEO 
duality could help a firm maintaining its relationships with stakeholders by invoking a sense of 
managerial efficacy because ‘the consolidation of the two most senior management positions 
establishes a unity of command at the top of the firm, with unambiguous leadership clarifying 
decision-making authority and sending reassuring signals to stakeholders’ (Finkelstein and 
D’Aveni 1994, p. 1080). 

Given the two contrasting perspectives, we formulate the CEO duality hypothesis in the null 
form, with two competing alternative hypotheses: 


H4: Corporate social performance is not associated with CEO duality. 


The alternative hypothesis of a negative association is based on agency theory, while the 
alternative hypothesis of a positive association is based on organisation theory. 


34. Board structure — presence of a corporate social responsibility (CSR) committee 


Board reputation is not just a function of the composition of the board as a whole, but it also 
depends on the structure and composition of its subcommittees (Xie ef al. 2003). According to 
Zahra and Pearce (1989), the firm’s board structure affects the directors’ commitment and invol- 
vement in shaping the goals and strategy of the firm, because it defines the internal organisation 
and division of tasks among the board’s committees. Furthermore, most important board 
decisions are taken at a committee level (Kesner 1988). 

A firm actively engaging with stakeholders can undertake various decisions and actions at 
board level in order to manage social responsibility, sustainability or ethical issues. In particular, 
the presence of a CSR committee, or of a director in charge of such issues, indicates an active 
strategic posture (Ullman 1985) with regards to stakeholder relationships. 

Such a committee is involved in the stakeholder engagement process and in the way the firm turns 
social strategy into action. The presence ofa CSR committee can be interpreted as a signal that the firm 
sends to stakeholders in order to show its commitment and involvement in CSR (Lam and Li 2007). 
Post et al. (2002) assert that a CSR committee is responsible for reviewing policies and conduct with 
respect to the firm's principles and commitment to ethical and social responsibility issues. Thus the 
presence ofa CSR committee should reveal the firm’s willingness to improve its corporate behaviour 
to meet stakeholders’ expectations. Hence, we hypothesise in alternative form: 


H5: Corporate social performance is positively associated with the presence of a CSR committee. 


3.5. Board relational capital — other directorates 


According to resource dependence theory, board relational capital refers to the actual and poten- 
tial resources embedded within, available through and derived from the network of relationships 
possessed by each director (Hillman and Dalziel 2003). In order to understand whether the board's 
relational capital helps in the provision of both advice and counselling, and reputation, we will 
refer to the board's directorate ties to external organisations. 

Pfeffer and Salancik (1978) state that prestigious organisations represented on the board 
provide assurance to external stakeholders of the value and worth of the firm, as the firm's repu- 
tation is affected not just by who serves on the board, but also to whom the firm is linked 
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(Bazerman-and:Schoorman 1983). In this vein, directorate ties may help the firm in attracting criti- 
cal resources, ‘improving corporate reputation and thus ensuring improved performance. 
Previous research found that boards having ties with strategically related organisations are 
able to provide better strategic guidelines and thus improve firm performance (Westphal 1999, 
Carpenter and Westphal 2001). Moreover, empirical studies show that boards with great prestige 
experience less underpricing during an IPO (Certo ef al. 2001, Kassinis and Vafeas 2002). 

: Nevertheless, recent discussion (Di Pietra et al. 2008) suggests that independent directors may 
not properly fulfi] their functions if they serve on too many boards, as they cannot adequately 
comply with all their duties. Directors with too many appointments would not be able to 
provide enough and adequate attention not only to monitor and evaluate management's behav- 
iour, but also to advise and counsel the firm, attract critical resource and increase the firm's 
reputation. 

Given the opposing views on the effects of multiple directorships on board performance, we 
state our last research hypothesis in null form, with two competing alternative hypotheses: 


H6: Corporate social performance is not associated with the board's relational capital. 


The alternative hypothesis ofa positive association is based on enhanced reputation, while the 
alternative hypothesis of a negative association is based on perceived inadequacy of commitment. 


4. Research method 
4.1.. ` Sample 


The initial sample for this study consists of the 100 companies listed in the Business Ethics 100 
Best Corporate Citizens for the years 2005, 2006 and 2007. The rank is built on the KLD overall 
social performance rating obtained as the average of the ratings in seven corporate social perform- 
ance. areas: Community, Corporate Governance, Diversity, Employee Relations, Environment, 
Human Rights, and Product Quality and Safety.> 

-Given that some companies were listed for more than one year in succession whilst others 
were listed for only one year and that we lost some observations because of lack of data, the 
total number of observations is 278 and the total number of companies is 176.5 For each 
company and year, archival data about board reputation and CSR performance are collected as 
follows. 


4.2. Measures of corporate social performance 


Data on corporate social performance are collected from the KLD's SOCRATES database, which 
isa comprerensve research database measuring the social performance of corporations. The web- 
based database contains social and environmental ratings indicators on the Business Ethics 100 
Best Corporate Citizens for the years 2005, 2006 and 2007. 7 

- < Companies аге rated in seven corporate social performance areas: Community, bonis 
Governance, Diversity, Employee Relations, Environment, Human Rights, and Product Quality 
and Safety. For each area, КТО analysts assign ‘strengths’ and ‘concerns’ on а 5-point scale. 
Each area score is then determined by subtracting the concerns scores from the strengths 
scores. Data are collected in a disciplined process from a wide variety of company, government, 
and non-government organisations and media sources. Once the information is collected, KLD 
rates the social performance of companies using a БРАНУ d framework of positive and Е 
indicators. 


ғ 
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KLD data have been extensively used in the management literature on corporate social arid 
environmental performance (see, e.g. Waddock and Graves 1997, Johnson and Greening 1999, 
Hillman and Keim 2001, David et al. 2007) as well as recent social and environmental PME 
research (see, e.g. Cho et al. 2006, Cho and Patten 2007). 

Given the multidimensionality of the concept of corporate social ПЕЕ ЕНА we make use of 
several measures based on KLD’s data: community performance (comm), employee relations per- 
formance (er), environmental performance (env), human rights performance (hr) and product 
quality performance (pr) ratings. We exclude, on the grounds of potential endogeneity problems, 
both the KLD ratings regarding the firm’s governance and diversity. 

Moreover, we employ an overall corporate social performance (csp) rating, determined as the 
average of the ratings obtained in the community, employee relations, environment, human rights 
and product quality areas. 


4.3. Governance-related variables 


Data on board composition are collected from the firms’ annual reports and proxy statements. For 
each company it was possible to find the name and the type of directors (i.e. executive or inde- 
pendent non-executive director), a description of their role within the board (i.e. membership in a 
committee) and, in general, a brief biography. The board composition (prind) is measured by the 
proportion of independent directors and the board competence is measured by the proportion of 
community influentials (pci). Community influentials are identified using the brief biographical 
note that is reported in the proxy statement. Community influentials are classified following 
Hillman et al. (2000): academicians, politicians (including retired politicians), military officers 
(including retired military officers) and members or directors of social/non-profit organisations 
(including members of clergy and religious leaders). We measure board diversity as the pro- 
portion of women sitting on the board (pw). The presence of CEO duality (dual) is measured 
by a dummy variable that takes the value of 1 if the CEO is also the chairman of the board 
and 0 otherwise. The board structure is measured as a dummy variable equal to 1 if the 
company has identified a director in charge of social responsibility issues or when boards have 
a committee in charge of CSR/ethics/sustainability matters, 0 otherwise (csr_board). We 
employ two measures of relational capital. Following Koenig and Gogel (1981), we use the 
average number of directorships held by non-executive directors (ratio_neddir). We also 
measure relational capital by considering the average number of directorships held by community 
influentials (ratio_cidir). 

Table 1 summarises the research hypotheses and the measurement of independent variables. 


4.4. Control variables 


We select control variables on the basis of prior studies on governance and corporate performance. 
First of all, we consider other board variables that may have an impact on corporate social per- 
formance. Following Lipton and Lorsch (1992) and Jensen (1993), we control for board size 
(bsize). 

We select accounting performance, size and industry as control variables based on prior 
studies (Ullman 1985, Johnson and Greening 1999, McWilliams and Siegel 2000, Al-Tuwaijri 
et al. 2003, Brammer et al. 2006) investigating the determinants of social performance. 

Following Ullman (1985), we assume financial performance influences the financial capa- 
bility to undertake costly programmes related to social demands. We measure financial pe toune 
ance (roe) as the return on equity. E 
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Table 1. Research hypotheses. 


Variable of Expected 
interest Proxy Measure sign Variable 
Board HI Role of independent Proportion of independent + prind 
composition directors 
Board H2 Role of community Proportion of community + pei 
competence influential influentials 
Board diversity H3 Role of female Proportion of women + pw 
directors directors 
Board H4 CEO duality Dummy = 1 if CEO isalo +/— dual 
leadership chairman 
Board H5 CSR committee or Dummy = 1 ifthereisaCSR + сѕғ board 
Structure director in charge of committee or a director in 
CSR issues charge of CSR issues 
Board H6 Links with the No. of directorships of NED/ +/ — ratio neddir 
relational external no. of NED 
capital environment 
No. of directorships of CI/no. +/ — ratio cidir 


of CI profit organisation 


. According to Burke ef al. (1986), as firms grow they are more likely to adopt CSR principles 
because of the increased pressures the firms experience from various stakeholders. We measure 
size (size) as the natural logarithm of total sales. 

. The nature of a company's industry has been identified as a factor potentially driving corpor- 
ate social performance. For example, companies whose economic activities modify the environ- 
ment, such as natural resources companies (mining, forestry, oil and gas, etc.), are clearly more 
closely monitored for environmental performance than companies in other industries (Dierkes 
and Preston 1977) while consumer-oriented companies may exhibit greater concern about demon- 
strating their social involvement to the community, since it is likely to affect the corporate repu- 
tation and therefore influence sales (Cowen et al. 1987). Companies in the sample belong to nine 
industries (basic industries, cyclical consumer goods, non-cyclical consumer goods, cyclical ser- 
vices, non-cyclical services, financial, general industrial, information technology, utilities), thus 
we employ eight dummies. 


4.5. Data analysis 


We consider panel data techniques to be the most suitable for testing our hypotheses. Given that 
we find cross-section heteroscedasticity, the fixed effects models with cross-section heteroscedas- 
ticity cannot be efficiently estimated with OLS. Thus, we specify the following panel corrected 
standard error model (Wooldridge 2002): 


сзри = eaprind; + сора + oapwig + oídual; + ascsr_boardy + agratio у (1) 


+ azbsizej, + озғоец + а9ѕіге + олортаиз Тули + £i 


csp measure of corporate social performance; it refers to the KLD overall and com- 
ae : ponents ratings (esp, comm, er, env, hr, pr) 
рита > board composition; proportion of independent directors · 


= 
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pci board competence; proportion of community influentials ` РИК 

dual board leadership; dummy variable equal to 1 if CEO is also chairman, 0 
otherwise 

csr_board board structure; dummy variable equal to 1 if the company has identified a 


director in charge of social responsibility issues or when boards have а commit- 
tee in charge of CSR/ethics/sustainability matters, 0 otherwise 

ratio_dir relational capital; we employ two measures: average number of directorships 
held by non-executive directors (ratio_neddir) or by community influentials 
(ratio_cidir) 


pw board diversity; proportion of female directors 

bsize board size; number of directors sitting on the board 

roe profitability; return on equity 

size company’s size; natural logarithm of total sales 

industry, industry dummies (basic industries, cyclical consumer goods, non-cyclical con- 


sumer goods, cyclical services, financial, general industrial, information tech- 
nology, utilities). 


5. Empirical results 
5.1. Descriptive statistics and correlation analysis 


Table 2 shows the social performance ratings of the companies in the sample. The overall social 
performance score (csp) takes into account all strengths and weaknesses of each component con- 
sidered. The mean is 0.771 and the standard deviation is 0.455. On average, companies seem to 
perform better with issues involving community relations (the mean for comm is 1.194 and the 
maximum is almost 5.0) and employee relations (the mean for er is 1.013 and the maximum is 
4.661). Major concerns can be identified in issues regarding human rights (the mean for Ar is 
0.166 and the minimum is —4.289) and product quality and safety (the mean for pr is 0.529 
and the minimum is — 2.921). From the standard deviation data, we can also say that there 
seems to be great variation among companies in the sample about how they deal with the different 
CSR areas. The community and environmental issues present the largest variance. On the other 
side, human rights (hr) and product quality and safety (pr) issues seem to be more uniformly 
managed by companies in the sample. Over the three years the social performance of companies 
seems to improve in all areas, except for human rights (Ar) and product quality and safety (pr), 
which show a decrease in year 2006. 

Table 3 provides descriptive statistics for the independent variables. During the three-year 
period, the mean (median) proportion of independent directors (рита) is 78.2% (81.8%), the 
mean (median) proportion of community influentials (pci) is equal to 24.4% (22.2%), indicating 
that almost 1 in every 4 directors is a community influential. The minimum of pci is 0 and the 
maximum is 77.8%. Women directors (pw) represent on average 15% of board members 
(median is equal to 14.8%). Only in one case is the board made up of a majority of women direc- 
tors (Student Loan Corporation in 2006). CEO duality (dual) is quite a common practice given 
that during the three years on average 65.896 of coinpanies have the CEO who is also the chair- 
man of the board of directors. In 56.7% of cases, the companies have a CSR or ethics committee 
(csr. board), it being more common in 2006 (80% of companies) rather than in 2005 (37.6%) or in 
2007 (51.796). On average, non-executives have 3.081 directorships in other companies (median 
value for ratio. neddir is 2.778), while community influentials seem to be slightly busier with a 
mean of 3.675 directorships (median value for ratio. cidir 15 3.5). 

Descriptive statistics for the control variables are reported in Table 4. On average, boards are 
made up of 10 members (bsize), the median value is'11 and the maximum value is 28. Companies 
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Table 2. Descriptive statistics for the dependent variables. 


Mean SD Min p25 p50 р75 Мах 

3 years csp 0.771 0.455 —0.488 0.479 0.711 1.030 2.366 
(п =.278) сотт 1.194 1.441 — 1.798 0.036 1.015 2.065 4.993 
er 1.013 1.122 — 1.462 0.161 1.030 1.804 4.661 

env 0.964 1.142 — 1.219 0.157 0.543 1.535 4.748 

ћу 0.155 0.823 —4.289 0.339 0.409 0.433 3.128 

pr 0.529 0.799 ` —2.921 0.444 0.537 0.981 2.773 

2005 csp 0.618 0.174 0.434 0.482 0.581 0.689 1.126 
(n = 93) comm 0.981 1.640 — 1.798 — 0.240 — 0.240 1.318 4.993 
. er 0.781 1.175 —0.974 0.135 1.243 1.243 3.460 
env 0.565 0.995 —1.198 0.157 0.157 0.157 4.223 

hr 0.190 0.755 —2.450 0.339 0.339 0.339 3.128 

pr 0.567 0.715 — 1.885 0.444 0.444 0.444 2.773 

2006 csp 0.753 0.264 0.472 0.543 0.698 0.818 1.775 
(n = 96) comm 1.400 1.347 — 0.950 0.558 1.060 2.567 4.080 
er 1.107 1.026 — 1.141 0.161 1.030 1.898 4.069 

епу 1.028 1.079 — 1.219 0.158 0.617 1.535 4.748 

ћу 0.089 0.968 — 4.289 0.433 0.433 0.433 2.794 

e pr 0.468 0.766 — 1.240 0.093 0.537 0.981 2.314 

2007 csp 0.785 0.303 0.490 0.583 0.659 0.856 2.148 
(n = 89) comm 1.193 1.291 — 0.944 0.525 1.015 1.994 4.443 
n er 1.154 1.139 — 1.462 0.579 0.987 1.804 4.661 
епу 1.312 1.231 — 0.302 0.120 0.965 2.233 4.346 

ћу 0.191 0.720 – 2.014 0.409 0.409 0.409 1.621 

pr 0.556 0.914 —2.921 0.124 0.559 0.994 2.299 


сур; overall social performance; comm: community performance; er: employee relations performance; env: environmental 
performance; hr; human rights performance; pr: product quality and safety performance. 


in the.sample present on average a roe equal to almost 20% and size is, on average, about 
$11,700,000 net sales. 

Table 5 shows the Pearson’s correlation matrix. The overall social performance score (csp) is 
significantly and positively correlated to the proportion of community influentials (pci), the pro- 
portion of women (pw), the presence of a CSR committee (csr_board), the number of directorships 
of the independent directors (ratio_neddir) and it is negatively correlated to CEO duality (dual). 

‘The correlation analysis also shows significant pairwise correlations among the independent 
variables. In order to test whether relevant multi-collinearity can affect the results, we performed 
the Variance Inflation Factor (VIF) test. The largest value among all the independent variables is 
often used as an indicator of the severity of multi-collinearity (Neter et al. 1996). A maximum VIF 
value in excess of 10 is frequently taken as an indication that multi-collinearity may be unduly 
influencing the least squares estimate. In our case, the largest VIF is equal to 2.29, so multi-col- 
linearity among the predictor variables is not a problem. 


5.2. · Multivariate results 


Table 6 provides the results for the multivariate regression model. Models 1—6 depict the relation- 
ships between our variables of interest and the six measures of corporate social performance 
employed in the study, respectively: the overall social performance (csp)-and its constituent com- 
ponents:.community performance (comm), employee ТРНОВА (o, ) е environmental геше 
(env), human rights (Ағ) and product quality and safety (рг) 


Accounting and ‘Business Research 131 


Table 3. Descriptive statistics for the independent variables. ооо tenos Ро 


Mean SD Min p25 p50 p75 Max 
3 years prind 0.782 0.115 0.227 0.727 0.818 0.857 0.938 
(n = 278) pei 0.244 0.184 0.000 0.100 0.222 0.364 =. .0.778 
pw 0.155 0.105 0.000 0.091 0.154 0.200 0.625 
dual 0.658 0.475 0.000 0.000 1.000 1.000 1.000 
csr. board 0.567 0.491 0.000 0.000 0.000 1.000 1.000 


ratio neddir 3.081 1.405 0.556 2.000 2.778 3.909 9.357 
ratio_cidir 3.675 2.016 0.000 2.000 3.500 5.000 12.000 


2005 prind 0.787 0.103 0.500 0.727 0.818 . 0.875 0.929 
{п = 93) pei 0.264 0.195 0.000 0.111 0.250 0.364 0.667 
pw 0.141 0.116 0.000 0.077 0.125 0.182 0.500 
dual 0.602 0.492 0.000 0.000 1.000 1.000 1.000 
esr_board 0.376 0.487 0.000 0.000 0.000 1.000 1.000 


ratio_neddir 2.323 1.062 0.833 1.571 211 2.700 6.143 
: ratio_cidir 3.025 1.838 0.000 1.708 2.750 4.000 9.500 
2006 prind 0.776 0.111 0.364 0.714 0.800 0.852 0.938 


(п = 96) pei 0.213 0.169 0.000 0.077 0.200 0.345 0.571 
pw 0.172 0.098 0.000 0.111 0.154 . 0.207 0.625 
dual 0.708 0.457 0.000 0.000 1.000 1.000 1.000 
csr_board 0.800 0.402 0.000 1.000 1.000 1.000 1.000 


ratio_neddir 3.868 1.337 1.444 2.826 3.739 4.571 9.357 
ratio_cidir 4.537 2.082 1.000 3.000 4.400 5.500 12.000 


2007 prind 0.785 0.130 0.227 0.750 0.818 0.857 0.923 
(n = 89) pei 0.257 0.185 0.000 0.111 0.200 0.400 0.778 
i pw 0.149 0.099 0.000 0.091 0.154 0.200 0.400 
dual 0.663 0.475 0.000 0.000 1.000 1.000 1.000 

esr. board 0.517 0.503 0.000 0.000 1.000 1.000 1.000 


ratio neddir 3.024 1.350 0.556 2.000 2.778 3.833 7.091 
ratio cidir 3.514 1.852 0.000 2.000 3.450 5.000 8.286 


prind: proportion of independent directors; pci: proportion of community influential directors; pw: proportion of women 
directors; dual: dummy variable equal to 1 if CEO is also chairman, 0 otherwise; csr. board: dummy variable equal to 1 if 
company has a social responsibility committee, 0 otherwise; ratio neddir: average number of directorships of 
non-executive directors; ratio cidir: average number of directorships ofc community influentials. 


Model 1 investigates the relationships between the overall social performance (csp) and the 
variables of interest. The R^ is 0.198 and the model appears highly significant (chi-square — 
55.79, p = 0.000). As regards our variables of interest, the proportion of independent directors 
(prind) (H1), community influentials (pci) (H2) and women directors (pw) (H3) are significantly 
associated with the overall social performance (csp) with the expected sign. The proportiori of 
independent directors (prind) (H1) and the proportion of community influentials (pci) (H2) on 
the-board of directors are both positively related to the overall social performance (csp), 
suggesting that the presence of independent directors and community influentials both enhance 
board awareness about stakeholders’ expectations and-promote corporate social performance in 
order to ensure congruence between the firm's decisions and stakeholders’ values. The proportion 
of women directors (pw) (H3) is also positively associated with the overall social performance 
(csp) suggesting that the presence of women on the board increases the awareness of the 
company on issues relating to various stakeholders and thus leads to greater social performance. 
CEO duality (dual) (H4) is also significantly associated with the overall social performance (csp) 
and the sign ofthe relationship is negative; providing empirical support for the alternative hypoth- 
esis of a negative association as predicted by agency theory: Thus, the:empirical analysis supports 
the advocates of the separation of the roles of СЕО and' chairman and the agency theory 
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Table 4. Descriptive statistics for the control variables. 


Mean SD Min p25 p50 p?5 Max 
3 years 
bsize 10.572 2.670 5.000 9.000 11.000 12.000 28.000 
roe 19.960 22.745 | — 7.010 11.340 19.650 26.000 178.910 


size 11,700.00 18,700.00 51.566 1294.99 4787.65 13,300.00 147,000.00 
2005 

bsize 10.161 2.508 5.000 8.000 10.000 12.000 18.000 

roe 20.851 25.505 —32.380 9.845 17.410 23.975 178.910 

size 8023.20 14,000.00 60.26 886.40 2133.10 . 9441.00 86,700.00 
2006 

bsize 10.969 2.634 6.000 9.000 11.000 13.000 20.000 

roe 19.285 15.139 —32.750 12.730 17.170 24.760 85.570 

size 14,100.00 — 23,200.00 51.57 1642.17 5272.00 14,300.00 147,000.00 
2007 

bsize 10.573 2.832 6.000 9.000 11.000 12.000 28.000 

roe 19.775 25.45  — 77.010 11.340 19.650 29.620 92.470 

size — 13,000.00 17,100.00 113.57 1913.40 6591.77 15,800.00 98,800.000 


bsize: number of directors sitting on board; roe: return on equity; size: total sales. 


hypothesis that CEO duality reduces the overall legitimacy of the company for its stakeholders. 
Model 1 provides mixed empirical support of a relationship between the board's relational capital 
proxies (ratio neddir, ratio cidir) (H6) and the overall corporate social performance: while the 
average number of directorships held by non-executive directors (ratio neddir) is positively 
associated with the overall social performance (csp), the average number of directorships held 
by community influentials (ratio cidir) is negatively associated with it. Such evidence is in 
line with the idea that boards with great prestige in terms of the external directorships of non- 
executive directors benefit in terms of stakeholders' legitimacy (Kassinis and Vafeas 2002) but, 
when non-executive directors are community influentials, the fact that they serve on many 
boards is detrimental to the legitimacy of the company as they cannot adequately play their 
service function, in line with the results of Di Pietra et al. (2008). | 

Model 2 provides empirical evidence of the relationship between community performance 
(comm) and board reputation. Model 2 is the model with greatest predictive power: the R? is 
0.308 and the model appears highly significant (chi-square = 142.18, p = 0.000). Among the 
proxies for board reputation, we find a significant association between community performance 
(comm) and the proportion of community influentials (pci) (H2), the proportion of women direc- 
tors (pw) (H3) and the presence of a CSR committee (csr. board) (H5). The findings thus suggest 
that community influentials are able to focus the attention of the board on the impact of the com- 
pany’s activity on the community. Female directors’ communal characteristics (i.e. friendly, kind, 
unselfish, concerned with others and expressive, Eagly et al. 2003) increase the sensitivity of the 
board towards external stakeholders’ needs. The CSR committee, which is in charge of activities 
and strategies relating to ethical, environmental and social issues, is more likely to increase the 
legitimacy of the company in the community. 

In Model 3, as regards our variables of interest, only the proportion of women directors (pw) 
(H3) and CEO duality (dual) (H4) appear to be related to the corporate social performance 
measured as relations with the employees (er). The estimated coefficients are significant and 
they have the expected sign. The coefficient for the proportion of women: directors (pw) (H3) 
is positive, thus supporting the: hypothesis of a positive association between the proportion of 
women directors and corporate social performance. Such a result could be interpreted along 


Accounting and Business Research 


aa ‘Aynbo uo umjo1 :204 
“вез [2303 Jo иприе8о| үеицеи :2215 ‘preoq uo Zams зозоэлр jo 1equinu :ә2159 'spenuengur Ájrunumuoo зо sdiysioyaNp Jo Jaquinu эвелэле заро ONDA ‘влороир oAnnooxo-uou 
Jo sdrysioyoanp Jo aquinu одезоле аррги орол SMIO (у ‘зла Ayiquureysns/sompa/YSO Jo э8лецо ur эзутититоо v элец врлеод пэци 10 $91981 Á311q1suodsoi [21205 jo э8тецо ul 
лојзамр е pegnuop! sey Auedusos oq jt | о} [enbo әјдерел Ашшир PAVOR uso 'овумото (у “лештецо оѕје st OAD J! 1 03 penbe гјаеџеа Кшшир ponp 'рлеод по пошом јо 1011104014 md 
<влоўәәнр Jeriuongur Ajrunumuoo Jo пођодоза :194 'в1ојволр juepuedopur зо поподола :риша :eoueuxojrod Ajayes pue Ayyenb 3onpoid :4d ‘ээпеинодэд зщ8и пештщ ыу foougunojiod 
ешошиоллиа :Au2 ‘зоцеино}лэй $10821 әәќојішә :42 20481103124 Ajunuroo 3102 *eoueurioj1ed је1205 Целало :ds2 5961 је удео, ‘S те 302010915, {9601 1e ueoyrUsIC, 


ААА 


ooro 8500`0 80200 21500 vLLOO 11200 15600 2500'0- 71800 69000 0020'0— 92700 «0010 ^ £L900 6520 0 зол 
Г «6650 „4450660 2 S9»C0 „7810 26500 66:91170 »» 80970 +2S9T10 „ТО 09900— „ЕГО axel £910 „01750 „++ 00000 . 971$ 

Н 1290'0 we  LETO 98800  71900— 98£00— 30100 „.»56900— etZOTO-— 51000 8020 0— 60500 #0209610 £200°0 ‚ 8454 

ТГ «ОРДО 2089510 $680`0 £L01'0 19600 $0400 „Ре10— — OPIOO— c£00'0— 1870'0 »C6£0'0— SLv0O— лр one 

т 89670  6££00 essc Y6UO se» S6C£ 0 81700 •.4165г0— 10500 2800 88900 «00810 «16910 иррәч опе 

| HIO0- „650 9780 0— 6010 0— 9r600— 0$$00— 91800 17100 »»BESTO ACTIO рзеод 159 

if «06610 $910'0— — ...9€9U0 16600— 80700 0860`0— ©6900— $50`0 „„17670— enp 

Į ve 9ST O £8600 ++$Ё@`0— — .v6r0 $8£0'0 +»5020 0 „+»©881`0 *+6611`0 ad 

1 we 0SLL1'0 seLETTO— 1100 es«VSSIO 10500 esT O #0296610 pd 

I #00 00100— . ..C9tl'O 65200 66100 £6400 pund 

I 05с0'0— 0500 »6911'0 „+ .6120— 6650'0 ad 

| „+ «СЕ7СО «ГУГО 22100 98600 ч 

| 8850`0 L880'0 +» „92670 ` мә 

1 912070— „„„8 550 19 

1 *+*8005`0 unuoo 

I dso 
___________________________________ пи === = 
2245 22154 Hp оце: иррэй опе: —pieoq 252 yenp ма tod puud Jd n АЧӘ Jo шшо2 dso i 


DSO OSOA 


XLU поцерәлогу ‘© AWL 


С. Michelon ~ 


па 


па 


C.A. ‘Mallı 


134 


[800'0] [10070] [0000] [9800] [0000] [2190] : 
па РЕР'О xs T PSO — xxP C80 „ЕРО „«ж296'0 — 150'0 ABojouyoa} иоџошлоји 





[100'0] [020'0] [100'0] [zeco] [00070] [68170] А 

„++585'0 «x6PP'0 „6070 6810 +6971 — 2200 — утајуприл 1742428 
[pooo] [090] Izso'al [cco'o] [0000] [zeo0] 

СР 1100 499p'0 <70'0 «««296'71 — 49600 — упоириј 
[8850] [61170] [83000] [z480] [0000] Igco'ol 
160'0 у50'0— xb OP 0 950`0-— „#6021 — xxSLT0 — 520495 001]242 
[066'0] [e810] [00:0] [081'0] [110°0] [2190] 
681'0— 7910 xxx0 C80 06€0 x«C88'0 — 090'0 5роо8 лошпвиог үрәцобо-иои 
[98270] [9210] [0000] [eero] [100'0] [6р9'0] i | 
S910 192'0— „СЕТ т9го- «««188'0 — 100 5р008 saunsuod 10022 
[0000] [pero] [672 0] [9690] [70-0] [6810] 

ка TT 7620— 68€0 0120— x«CLO'T — $70'0 5ануяпри 21574 
[090'0] [56:0] [orto] [871'0] [000'0] [110°0] 
«CL — $70`0— 0/0`0 9L0'0 „ЖЕРС „5500 2215 
[610] [7090] [60:0] [6$5'0] [195`0] [62 1'0] 
200'0 100'0 – *00'0— 200'0 – 200'0 – 200'0 – 204 
[cro] [90070] [9960] [0670] [5/70] [уЄ1`0] 
L100 «.+250'0 100'0 – 950'0 £10:0— 8100 22159 
[168`0] Ieroo] [sv6'0] [01670] [zooo] [500'0] = 
Р00'0 «LL — £000 с00'0— 5:980 — xxx9P0'0 — аро ONDA 
[218'0] [600701 [085'0] [869'0] [seo] [19979] _ 
c100— x9 110 650`0 [50`0 260'0 „©©0°0 1ррәи оу 
[61-0] [020'0] [`0] [7160] [200] [7270] _ 
1Г`0— „9970 00с'0 LICO «0060 200 pavoq 452 
[618'0] [0$6`0] [72170] 10800] [066'0] [550°0] 
220 '0 — L00'0— 861'0– «TITO — то tcr — pnp 
[8680] [120'0] [118`0] [sso'ol [06070] [6800] 
150'0 ««185'0 бУГО- „РГО «СОРТ «ПРО ма 
[5700] [8950] [5500] fozs'ol [200'0] [090'0] 

x«SC9'0 — ПЕ0- „жР96'0 1L0°0- xxxT68 T «L9€0 pod 
[660] [168'0] 50:0] [12570] [gceo] 1070-01 
750`0— 14070 +8511 9950 55/70 x«£0S 0 pud 
4d (9) ay (5) aua (p) 4a (£) шшоо (7) dso (ү) SO|QEHIEA 





(1) чоцепЬя) $591 и015591391 зенелции{ ‘9 AWL 


135 


Accounting and Business Research 


"(sonnn *ASojougoe; uoneunogur *reujsnpur 


[19028 Teroueug ‘soas ]eonoKo 'spooS8 зәшпѕиоо јеоподо-поп 'spoo8 jeumsuoo јеоподо 'sengsnpur orseq) ѕәришир Cgsnpuy ‘sajes 110] jo unpnego] телец 225 Ауто 
uo ump :204 fpreoq uo Зициз ѕ1030әир JO 1equinu :22154 :р1еод uo пошом Jo uoni1odojd md :s[enuengur Кушпшшоо jo за тувзојзанр JO IQUMU әЗеләлв мило ONDA :S10]99J]p 


eAnnooxo-uou jo sdrgs1ojoourp Jo IQUMU обезоле :4ppou ONDA ‘эзимлэщю 0 ‘злодеи Ayqeurejsns/songo/AS;) Jo э8лецо ur озупшшоо в элец spieoq UIM Jo sonsst Kyi]iqisuodso1 
181905 Jo әЗлецо ш лојзопр € рэцциер! sey Aueduroo оф у | о} Jenbe ојдеџел Ашштр умрод 452 ‘asimioyjO (у "пешштецо озје St ОНО JI І 03 [enbe әјдвізел Аилиир onp :103991р 
Тепиэприт Ájgunurmoo jo uoniodoud 124 ‘sioyanp зшәрџәдәрш jo uopiodoid рима :oouvuuopred Ayes pue Ájpenb jonpoid 4 :eoueunojmd зчан чешту му 'eoueuuojied 
үешәшпоплпиә ‘лиг foouguuopod suonejer esKojdue 2 feoueunojisd Адипинноо :шшоә tooueurojred 11208 |језоло :452 ‘ГО > 4, 00 > 4,, 100 > Ч» 53930219 ut зэптел-@ 


tti a a aaa 


691 
L810 
97 
[110°0) 
ax SPT 
[ss6'0] 
1100 — 


691 
6€£Tr0 
soz 
[9650] 
1$#°0 
[6780] 
170`0-— 


691 
6170 
596 
[s000] 
«+606 T n 
[L000] 
«xa LL8'T- 


691 
901'0 
695 
[erzo] 
2760 – 
[000'0] 
* „86 ЕТ T, 


691 
80€0 
S97 
[00:0] 
* жж6$9°С = 
[000701 
жж „8871 E 


691 зиопрал2удо fo аодштм 

861'0 paaonbs-y 

$95 5010442590 
[820'0] 

„10170 — 3upjsuoo 
[5570] 

9070— sein 


136 * + С.А. Mallin and G. Michelon >. 


the:lines that-boards with a greater proportion of women directors are more sensitive to others’ 
needs and self-worth. The coefficient for CEO duality (dual) (H4) is negative, supporting the 
alternative hypothesis formulated by agency theory that CEO duality reduces the ability of the 
company to pursue and implement socially responsible strategies, rather than the organisation 
theory hypothesis that strong leadership is a characteristic that brings legitimacy. 

Model 4 provides the regression coefficients when corporate social performance is measured 
along the environmental dimension (env). The proportion of independent directors (prind) (H1) 
and the proportion of community influentials (pci) (H2) are both significantly and positively 
associated with environmental performance (env). This evidence supports the idea that 
independent directors (H1) and community influentials (H2) are more likely to consider 
stakeholders’ needs and expectations in particular regarding the environmental impacts of 
corporate activities. 

Model 5 provides evidence of a relationship between the proportion of women directors (pw) 
(НЗ), the presence of ће CSR committee (csr. board) (H5) and corporate social performance, 
measured along the human rights dimension (Ar). The empirical evidence suggests that a sensitive 
and proactive board on stakeholders' needs and issues is associated with greater strengths in 
human rights. We find mixed evidence of the relationship between the relational capital of the 
board (ratio neddir, ratio cidir) (H6) and corporate social performance, measured along the 
human rights dimension (hr). The external directorships of non-executives (ratio neddir) are 
positively related to human rights performance (hr), supporting the idea that they bring greater 
prestige and awareness of sensitive issues. When the board relational capital is measured as 
the average number of directorships of community influentials (ratio cidir), we find a negative 
sign for this relationship, thus suggesting that while community influentials are likely per se to 
improve social performance, they are detrimental to it if they have many directorships. 
The evidence confirms that community influentials are not able to properly fulfil their 
functions if they serve on too many boards and thus are not able to increase the firm's social 
performance. 

Model 6 provides quite surprising results, given that it shows a significant and negative 
relationship between the proportion of community influentials (pci) (H2) and corporate social per- 
formance measured along the product quality and safety dimension (pr). A possible explanation 
of this negative relationship is that a community influential director may not have adequate com- 
petences to improve product quality and safety and thus concentrates the efforts of the company in 
other areas of social performance such as community or the environment. 

Finally, the models, in line with previous findings (e.g. Ullman 1985), depict a size and indus- 
try effect. 


5.3. Robustness results 


In. order to test the robustness of our results, we ran a number of alternative models. In particular 
we ran the regressions using both the fixed effects model and the first difference model. In both 
cases, the results do not vary significantly from those reported in the previous section and hence 
the detailed results are not reported here. The only relevant change in results under these two 
models is obtained with respect to the proportion of independent directors (prind) (H1) which 
is not significantly associated with corporate social performance measured as the overall 
Pe score (csp) and along the environmental dimension (env). 

. We have also taken into consideration that our results may suffer from an нае 
problem due to. the potential endogenous relationship between community influentials and 
social performance. Thus; we perform a three-stage least square regression model using two sim: 
ultaneous equations. Particularly; Equation (2) shows the effect of community influentials.over 


ka 
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the overall performance score while Equation (3) tests the а E е performance over com- 
munity influentials. i 


евра = Qg + aprind; + oopci; + ospw; + agdual; + duas bosi, + asratio-dir; 


о 


+ osbsize; + agyr2005; + адуг 2006; + опоутаиз ту + =; 
рсі = a + ay csp; + ooprind; + азри; + o4dual; + ascsr board; + agratio_dir; 6) 
+ ayzbsize; + agroe + agsize + опруг2005; + а пуг2006; + адоутадиз ту + 8i 
where: 
ep oc : measure of corporate social performance; it refers to the KLD overall and social 
n components ratings (csp, comm, er, env, hr, pr); : 
prind board composition; proportion of independent directors; 
pci board competence; proportion of community influentials; iss 
dual board leadership; dummy variable equal to 1 if CEO is also chairman, 0 
otherwise; 

esr. board board structure; dummy variable equal to 1 if the company has identified a 


director in charge of social responsibility issues or when boards have a commit- 
бш tee in charge of CSR/ethics/sustainability matters, 0 otherwise; < x 
ratio dir relational capital; we employ two measures: average number of d edu 
| held by non-executive directors (ratio_neddir) or Бу community ише 
(ratio cidir); | 
pw board diversity; proportion of female directors; 


bsize board size; number of directors sitting on the board; 

roe profitability; return on equity; 

size company’s size; natural logarithm of total sales; 

yr2005 year dummy variable equal to 1 if data point is observed in: year 2005,. 0 
otherwise; 

yr2006 year dummy variable equal to 1 if data point is observed in yeat 2006, 0 

| otherwise; 

industry, industry dummies (basic industries, cyclical consumer goods, .non-cyclical 


consumer goods, cyclical services, financial, general industrial, information 
technology, utilities). 


The results are presented in Table 7. Columns (A) and (B) report results respectively for 
Equations (2) and (3). The results indicate that the proportion of community influentials (pci) 
is positive and significant for corporate social performance (csp) (р = 0.051) (column A), 
while the coefficient. of corporate social performance (csp) is not significant (р = 0.131) for 
the proportion of community influentials (pci) (column B), thus confirming that community influ- 
entials play a role in orienting corporate social performance. 


6. Conclusion 


In this paper we investigate the relationship between board reputation, in terms of composition, 
competence, diversity, leadership, structure and links with the external environment, and the 
social performance of Best Corporate Citizens, after controlling. for..other. company-specific 
characteristics. By doing so, we:extend previous studies on-social performance, by considering 
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Table 7: Robustness test — simultaneous equations model. 


Variables 

pei 

csp 

prind 

pw 

dual 

csr_board 
ratio_neddir 
ratio_cidir 

bsize 

roe 

size 

yr2005 

yr2006 

basic industries 
cyclical consumer goods 
non-cyclical consumer goods 
cyclical services 
financial 

general industrial 
information technology 
utilities 

constant · 


Observations 
R-squared 


p-values in brackets: ***p « 0.01, **p « 0.05, *p « 0.1. 


А csp 


0.328* 
[0.051] 


0.044* 
[0.067] 
0.226* 
[0.094] 
— 0.116*** 
[0.004] 
— 0.049 
[0.279] 
0.044 
[0.159] 
— 0.018** 
[0.043] 
0.012 
[0.814] 


— 0.152*** 
[0.000] 
— 0.029 
[0.636] 
— 0.14 
[0.441] 
— 0.077 
[0.615] 
— 0.061 
[0.742] 
— 0.155 
[0.333] 
— 0.282 
[0.117] 
- 0.115 
[0.455] 
— 0.017 
[0.911] 
0.178 
[0.256] 
0.691*** 
[0.002] 
265 
0.1751 


B pci 


0.354 
[0.131] 
0.184* 
[0.071] 
0.097 
[0.382] 


0.000 
[0.961] 
0.000 
[0.658] 
0.027*** 
[0.002] 
0.077** 
[0.036] 
— 0.049* 
[0.057] 
— 0.061 
[0.616] 
0.042 
[0.679] 
0.175* 
[0.091] 
0.11 
[0.294] 
0.23** 
[0.044] 
0.042 
[0.690] 
— 0.008 
[0.936]. 
— 0.127 
[0.219] 
— 0.648*** 
[0.000] 
265 
0.1885 


board reputation as a governance contextual factor that can influence the ability of the company to 


be involved in socially responsible actions. 


_ Our results show that board reputation plays a role in driving corporate social performance in 
the companies that are the Best Corporate Citizens. 


Accounting and Business Research 139 


Our first hypothesis on the association between the proportion of independent directors and cor- 
porate social performance (H1) is supported by our statistical tests for the overall social performance 
and for the component of social performànce measured along the environmental dimension. 

The empirical analysis also provides support for the second hypothesis regarding the role of 
community influential directors, who have been identified as promoters of stakeholders’ engage- 
ment and management. We find a significant and positive association between the proportion of 
community influentials and our measure of overall corporate social performance (H2). Such 
positive association also holds for two components of corporate social performance: community 
performance and environmental performance. 

Together the evidence suggests that the traditional dichotomy between insiders and outsiders 
may not depict well the service role of the board in terms of legitimacy and reputation. Research 
that relates corporate governance and social performance should thus more specifically consider 
the various individual characteristics of directors that may have an impact on various corporate 
processes carried out by the board of directors. 

Regarding our third hypothesis on the role of women on the board, we find a significant and 
positive relationship between the proportion of women on the board and the overall social per- 
formance (H3), community performance, employee relations and human rights. Such evidence 
suggests that women directors enhance sensitivity towards others and tbeir consideration of the 
multiple interests of stakeholders is able to improve the service role of the board of directors 
and thus lead to greater legitimacy and social performance. 

We provide empirical evidence that best standards of corporate governance also matter in 
terms of how the company performs socially. Our empirical evidence supports the alternative 
hypothesis formulated on the basis of agency theory of a negative relationship between CEO 
duality and corporate social performance (H4), suggesting that when the roles of CEO and chair- 
man of the board are concentrated in the hands of the same person, the company is less likely to be 
involved in socially responsible activities, or at least, it is likely to be associated with lower cor- 
porate social performance. 

The empirical results also support our fifth hypothesis, providing evidence ofa significant and 
positive relationship between the presence of a CSR committee and corporate social performance 
(H5) measured along the community dimension. When the board appoints a committee to manage 
and work on the social and environmental impacts of business activities, it is more likely that the 
company will have a greater legitimacy in the community in which it operates. 

Regarding the results on the relationship between a board's relational capital and corporate 
social performance (H6), the empirical evidence supports the alternative hypothesis of a positive 
association (enhances reputation) when a board's relational capital is measured by the number of 
directorships of non-executive directors. This can be interpreted along the lines that when indepen- 
dent directors have a greater number of ties with other organisations, then they are able to provide 
better strategic guidelines on how to manage the social impacts of corporate activities. On the other 
hand, the empirical evidence also supports the alternative hypothesis of a negative association 
(perceived inadequacy of commitment) when a board's relational capital is measured by the 
number of directorships of community influentials. The empirical results suggest that, although 
community influential directors are likely to be associated with higher levels of social performance, 
when they hold too many directorships, their contribution to the overall success of CSR is negative. 
The evidence thus supports the view that community influential directors with too many 
directorships are not able to successfully contribute to corporate social performance. 

Summing up, we are of the view that companies which have CSR more “а their heart’ seem to 
benefit from this approach: indeed, taken overall, the appointment of community influential and 
women directors to the board and the presence of a CSR committee have a positive impact on 
corporate social performance. On the other hand, where companies exhibit corporate governance 
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that:does not. meet generally accepted best standards (for example, they combine the roles of 
chairman and CEO) there is a negative effect on social performance. 

Our paper provides both theoretical and practical implications. From a theoretical perspective, 
in times of great debate about the role of the board of directors in driving corporate performance in 
an ethical and responsible way, it shows that research on corporate governance needs to move 
beyond the paradigms of agency theory to overcome the traditional distinction between executive 
and non-executive directors, because of the non-homogeneity in terms of backgrounds, compe- 
tencies and effects on how the board performs its various roles. From a practical perspective, 
the findings provide useful insights to governance standard setters, regulators and investors inter- 
ested in the triple bottom line performance of companies, and the important role of the board of 
directors in addressing CSR activities and their outcomes. 
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Notes 


17 Letus assume that a company operating in the mining industry appoints a World Wildlife Fund (WWF) 
representative to its board. This appointment is to signal to the wider society that the company wants to 
be committed to the environment and thus society will expect this company to be more environmentally 
responsible given the presence of that particular community influential. 

2. Although diversity is a rich concept and would include gender, race, age, possible disabilities, etc., given the 
operational difficulties in proxying for such multiple diversity, we will rely only on the presence of women 
on the board, that is, gender diversity. We are grateful to an anonymous referee for pointing this out. 

3. Agentic attributes describe a behaviour that is independent, masterful, assertive and instrumentally com- 
petent (Eagly et al. 2003). 

4. Sucha committee may also be called the sustainability committee or ethics committee. 

5. The choice of this sample does not lead to biased results given that we look at the social performance of 
firms in single areas of CSR. Whilst belonging to the list of the Best Corporate Citizens, these firms 
present both strengths and weaknesses as the ratings present both positive and negative values. Thus 
KLD’s social performance data of the Top 100 Best Corporate Citizens provide a great degree of уапа- 
bility in the behaviour of the firms. Moreover, by using a period of three years (2005, 2006 and 2007) we 
are able to analyse the company's longer-term social performance. Nonetheless, we recognise that the 
generalisation of the findings of the study may be limited given the fact that the sample consisted of the 
176 most highly rated companies. 

6. The panel consists of 93, 96 and 89 companies, respectively, for year 2005, 2006 and 2007. Twenty-five 
companies appear in the list for three years, 52 for two years and 99 for just one year. 


7. http://www.business-ethics.com/BE100 all 

8. In the discussion below, we have referred to these as Models 1—6 although we recognise that commu- 
nity performance (comm), employee relations (er), environmental performance (env), human rights (Л) 
and product quality and safety (pr) are essentially each а sub-set of the overall social performance (csp). 
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The primary aim of this paper is to explore whether, and how, information and communication 
technology (ICT) mediates the performance effect of management accounting and controls 
(MAC). A second objective is to advance understanding of Chinese firms’ management 
practices. Archival and survey data from 219 exchange-listed Chinese firms show that both 
ICT and a wide range of MAC are extensively used, though there is great variation across 
firms in the use of each technique. We also find that both ICT and MAC (with a few 
exceptions, including activity-based costing/management) have significant and positive 
direct performance effects and in addition, ICT enables MAC to have a significant and 
positive indirect performance effect. These results suggest that both the use and evaluation 
of ICT and MAC would be made more effective by explicitly considering the mediating role 
of ICT in MAC deployment. Since Chinese firms are rapidly expanding their use of ICT and 
MAC, they will especially benefit from paying heed to these lessons. 


Keywords: Chinese firms; information and communication technology; management 
accounting and controls; mediating effects; moderating effects 


1. Introduction 


In recent years, a wide range of management accounting and control (MAC) techniques (e.g. bud- 
geting, performance measurement, costing systems) have become integral to companies’ manage- 
ment systems. Concurrent advances in information and communication technology (ICT) 
(e.g. enterprise resource planning (ERP) systems and the Internet) have made available a powerful 
platform for utilising these techniques. The literature has recognised that ICT and MAC have the 
potential to complement each other as ICT can borrow content from MAC while MAC can 
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borrow. connection and data processing capacity from ICT (Dechow et.al. 2007). However, the 
design of. one'can also constrain that of the other (Granlund and Malmi 2002). As such, users 
of MAC and ICT can benefit from understanding if, and how, they can support each other to 
affect firm performance. Yet prior studies of MAC and ICT have largely examined their perform- 
ance: effects in isolation of each other. This may be attributed to MAC issues seldom being the 
focus among ICT studies and vice.versa (Sutton 2005, Dechow et al. 2007). 

- In theory, MAC and ICT may support each other to affect firm performance in one of two 
ways. First is mediation, wherein a mediator (e.g. ICT) represents a significant pathway of influ- 
ence through which a focal independent variable (e.g. MAC) has an effect on the dependent vari- 
able (e.g. firm performance). The mediating variable accounts, fully or in part, for the relationship 
between ће independent variable and the dependent variable (Baron and Kenny 1986). If ICT 
fully mediated MAC's effect on firm performance, then MAC would only affect firm performance 
indirectly (via ICT) whereas if the mediation were a partial one, then MAC would have both direct 
‚ and indirect effects on firm performance. The other way that the effect could arise is through mod- 

' eration, wherein a variable (e.g. ICT) affects the direction and/or strength of the relation between 
an independent variable (e.g. MAC) and a dependent variable (e.g. firm performance) (Baron and 
Kenny 1986). The existence of such a relationship manifests in the fact that the coefficient of the 
interaction term (i.e. MAC*ICT) significantly differs from zero (Gerdin and Greve 2004) and that 
the moderating variable itself (e.g. ICT) is not associated with either the independent or dependent 
variable (Shields and Shields 1998, Luft and Shields 2003). 

"There is little empirical evidence on whether and how ICT and MAC support each other to 
affect firm performance. Among five Chinese mini-cases of ERP implementation failures that 
are reported in Xue её al. (2005), at least two are caused by a mismatch between ERP and cost 
and management controls. In the only study to have directly examined performance effects, 
Chapman and Kihn (2009) found that integration of ERP and budgeting has an effect on firms' 
perceptions-based financial, social and market performance measures. These prior studies have 
added to our understanding of ICT's and MAC's impacts on performance but are silent on 
whether ICT (MAC) mediates or moderates the performance effect of MAC (ICT). 

Our study primarily aims to bridge this gap by investigating whether ICT mediates MAC's 
effect on firm performance.! Whilst data from many contexts could be used to address this 
question, we focus on Chinese firms because the Chinese context offers some unique advantages 
for studying the use and effects of new technologies or management techniques. Since 1978, but 
particularly since the 1990s, Chinese firms have had to adjust to a new era of privatisation and 
increased competition (Chow et al. 2007). As such, they have great incentives to adopt manage- 
ment systems and processes, including MAC and ICT, that can help their response to increased 
competition from both domestic and foreign rivals. In doing so, Chinese firms’ choice of 
MAC and ICT is less likely to be constrained by the existence of legacy systems as compared 
to their Western counterparts. This is because only in the past decade have they been allowed 
large-scale contact with, and access to, Western technologies and management practices. The 
potential for greater variation across Chinese firms’ MAC and ICT practices, in m makes it 
more likely that the latter's effects can be detected. 

Inasmuch as this study focuses on Chinese firms, a second aim of this paper is to advance 
understanding of these firms’: management practices. Chinese business enterprises -have 
become key participants in the global economy over the past decade. It is important for their 
investors, customers, competitors and partners to have improved understanding of their 
systems and processes: Specifically relating to MAC and ICT, many Chinese firms have made 
tremendous recent investments in adopting these techniques- (Liu and: Lord 2006, Duh ef al. 
2009). Је ош. be-useful to learn the current state of their eT KT deployment as Nen as 
how these investments.have affected firm performance. à 


Accounting and Business Research 147 


Using archival and survey data on 219 listed Chinese firms, we find that a range of MAC tech- 
niques have gained widespread adoption and that ICT is used to support a range of management 
fanctions. In both cases, usage ranges from ‘not at all’ to ‘extensively’ across the sample firms. 
Relating to performance effects, we find both ICT and the use of MAC pertaining to planning and 
management control to have a significant and positive direct effect on firm performance. In 
addition, MAC (with a few exceptions such as activity-based costing/management, described. 
hereafter as 'ABC/ABM") has a significant and positive indirect performance effect through 
ICT. The ICT effect is a mediating rather than a moderating one, implying that the performance 
effect of MAC depends not so much on the level of ICT as on how ICT serves as a conduit through 
which MAC's effects are actualised. From a research perspective, this finding supports recent 
calls for attention to MAC’s indirect performance effects and augments this budding literature 
with findings from the specific case of ICT deployment.? From an applications perspective, 
our finding implies that maximising the performance benefits of MAC and ICT requires attending 
lo the integration between them, rather than treating the levels of MAC and ICT as independent 
decisions. In the specific case of China, the government has been promoting the adoption of ICT 
to support economic development and Chinese business enterprises have substantially increased 
their ICT investments.? At the same time, Chinese firms’ approach to evaluating their ICT appli- 
cations has been criticised as being too narrowly focused on ICT alone without considering how. it 
interfaces with other management practices (Zhang and Zhou 2005). Our finding gives impetus to 
expanding both the planning and evaluation of ICT to include how ICT may mediate MAC's 
effect on firm performance. In this regard, our failure to observe performance effects from 
Chinese firms’ use of ABC/ABM is particularly worthy of note. This finding suggests that 
some MAC techniques may not benefit performance either by themselves or through the 
mediation of ICT and gives impetus for further research into why this is the case. 

. The remainder of this paper is structured as follows. In the next section, we сом ап 
overview of the institutional environment in which Chinese firms operate and from which ће 
data were obtained. Then related prior studies are reviewed as the basis for developing four 
hypotheses. The research method is described next, followed by the results. The final section 
concludes the paper with a summary and discussion of implications. 


2. Institutional background 


From the establishment of the People’s Republic of China in 1949 to the late 1970s, the Chinese 
economy operated under a central planning system. In 1978, the central government instigated an 
open-door policy as well as a movement towards marketisation. Chinese firms gained exposure 
to, and the leeway to emulate, Western management accounting techniques. By the 1980s, 
cost-volume-profit (CVP) analysis and responsibility accounting had become widely used 
(Bromwich and Wang 1991). By the early 1990s, a variety of other techniques, including standard 
costing, contribution analysis, variable costing, transfer pricing, capital budgeting and operational 
budgeting, had also become widespread (Scapens and Meng 1993).* 

In 1993, the central government adopted the establishment of a socialist market economy as 
the goal of the economic reform. This policy was accompanied by a massive share-privatisation of 
state-owned enterprises, reduced government control over corporate affairs and an enhanced role 
for market forces. Establishment of the Shanghai and Shenzhen stock exchanges about this time, 
China’s accession to the World Trade Organization in 2001 and the government’s continued 
opening of the economy have further increased Chinese firms’ autonomy and incentives to 
adopt performance enhancing changes. Part of their response was to expand their use of MAC 
techniques. As reported in a recent survey of listed Chinese firms (Duh её al. 2009), a broad 
range of MAC techniques had become widely adopted by the mid-2000s. Specifically, Duh 
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et al. (2009): Топла relatively high rates of adoption for operating budgets, CVP analysis, respon- 
sibility accounting and performance-based compensation. Of particular interest, there was con- 
siderable variation across firms in the extent to which each MAC technique was used. There 
was also divergence across techniques in the extent of use, as evidenced by the considerably 
lower adoption rates for standard costing, activity-based management and Kaizen costing. 

Chinese firms’ access to and adoption of ICT also occurred rather late (i.e. in the 1970s), as 
compared to their Western counterparts. A major development was the government's launching of 
the 86.3 Project in March 1986 to track world developments in ICT and to produce China's own 
advanced ICT products (China Automation Net 2003). In 1997, the government formally called 
for promoting the national economy through the widespread use of information technology 
(‘informatisation’) (Jiang 2006). A survey found that by the early 2000s, ICT had established а 
strong foothold in large Chinese firms, though usage varied across techniques (Li et al. 2002). 
On the high side of usage, 92.596 of the firms had established internal networks and 76.396 
had implemented financial software. A variety of other techniques was also in use, though less 
extensively: ERP (36.5%), manufacturing management information systems (2096), customer 
relations management systems (12.5%) and supply chain management systems (11.3%). ICT 
adoptions have continued to grow through the. remainder of the decade, as suggested by a 
survey of manufacturing firms in 11 provinces which found that by 2009, 96.6% of the firms 
had adopted manufacturing management information systems (Yu 2010). Concomitant with 
this development, the level of systems integration has also increased. For example, by 2009, 
all 10 of the largest iron and steel companies had adopted ICT in procurement, production, 
sales, quality control, equipment management, finance and cost management, and office auto- 
mation. They had also integrated financial and cost management with material management 
and production management, with some also using ERP for eCommerce, human resource man- 
agement and decision support (Renmin Youdian Newspaper 2009). 

These advances, however, apply more to large firms than to small and medium-sized enterprises 
(SMEs). For example, Qian and Liu (2004) found that about 30% of SMEs hardly made any use of 
ICT. Their rates of ICT application were 5096 for office automation, 3596 for management 
information systems, 25% for electronic data processing and 6.7% for computer-aided manufactur- 
ing. Along the same vein, a survey of SMEs in Zhujiang Delta (one ofthe most industrialised areas 
in China) found that their main ICT applications were in office automation, financial management 
and personnel management, with much less usage in ERP, supply chain management, customer 
relations management and manufacturing planning and control systems (Li and Peng 2007). 

In summary, both MAC and ICT have gained wide adoption in large Chinese firms, but there 
is considerable variation in usage rates and degree of systems integration both across techniques 
and across firms' use of each technique. These features suggest that large Chinese firms should be 
a suitable sample for studying the effects of MAC and ICT on firm performance. Since the use of 
MAC and ICT in Chinese SMEs lags that of the large firms, the findings of this study can be 
instructive for them as they consider changes in their MAC/ICT deployment. - 


3. Literature and research hypotheses 


Studies on the adoption of ICT (typically ERP) in China (e.g. Martinsons 2004, Xue et al. 2005, 
Zhe et al. 2005, Yusuf et al. 2006) have focused on the characteristics of ICT adoption or critical 
success/failure factors. Few studies have examined the performance effect of ICT. An exception 
is Wang and Zhang (2007). This study considered only the direct effect of ERP and found that 
adopters outperformed non-adopters in terms of financial performance measures. 

- - Relating to management accounting practices in China, several studies have examined the 
level: of. and determinants of MAC adoption (e.g. Firth 1996, Chalos and O'Connor 2004, 
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Q’Connor et al. 2004, 2006). To our knowledge, Duh et al. (2009) is the only. published study to 
have explored the performance effects of MAC adoption by Chinese firms, but it did not consider 
МАС: indirect performance effect. Furthermore, none of the extant studies has paid attention to 
ICT or whether it moderates or mediates the performance effect of MAC. Below, we review prior 
studies as the basis for hypothesis development. This process culminates in a prediction that ICT 
would mediate MAC's effect on firm performance. 


3.1. The impact of MAC on firm performance 


Management accounting studies have argued that the use of MAC can increase firm performance 
vja such avenues as supporting the implementation of competitive strategies, increasing the 
responsiveness to competition, facilitating the adoption of world-class manufacturing practices 
and making the firm more innovative (Bisbe and Otley 2004, Anderson 2007, Banker et al. 
2008). In a study of UK firms, Kennedy and Affleck-Graves (2001) found that a sample of 
ABC adopters outperformed a matched sample of non-adopters by approximately 2796 over 
the three years following initial ABC implementation. This result was robust for both accounting 
and market-based measures of performance. They also showed that the performance benefits were 
the result of better cost control and asset utilisation, coupled with greater use of financial leverage. 
Ittner e? al. (2002), using а US sample, also found a positive, although modest, association 
between the extensiveness of ABC use and manufacturing performance, as measured by return 
on net plant assets, improvements in cycle time and quality and cost reductions. However, they 
did not find a significant association between ABC and return on investment. Hoque and 
James (2000) found that, in their sample of Australian firms, greater balanced scorecard (BSC) 
usage was associated with increased organisational performance. While the empirical evidence 
reviewed above pertains only to ABC, BSC, budget systems and project management systems, 
the fact that MAC is designed for increasing performance suggests that other aspects of MAC 
could have similar performance effects. Thus we hypothesise: 


Hi: There is a positive effect of MAC use on firm performance. 


3.2. The impact of ICT on firm performance 


A number of studies have shown that ICT and ICT-related resources can be used to create unique 
capabilities that result in superior firm performance (Grant 1991, Bharadwaj 2000, Hunton et al. 
2003, Santhanam and Hartono 2003). These studies suggest that some valuable, rare and costly- 
to-imitate ICT resources, such as managerial ICT skills, can be a source of sustained competitive 
advantage for a firm. Even when ICT resources themselves are not a source of sustained competi- 
tive advantage, they can still improve performance by helping the firm to realise the potential of 
other resources that are valuable, rare and costly to imitate. For example, Schrage (2002, p. 21) 
has argued that ‘[t]he technology that went into Wal-Mart was not brand new and not especially at 
the technology frontiers, but when it was combined with the firm’s managerial and organisational 
innovations, the impact was huge’. In the same vein, Banker et al. (2006) contend that ICT 
enables unique organisational routines and is often bundled with an organisation’s commitment 
to specific business processes which are often inimitable. Another way that ICT can benefit 
firm performance is by enhancing the quality and effectiveness of organisational decision 
making. For example, ICT can facilitate more rapid identification of problems and opportunities 
and can provide organisational intelligence that is more accurate, comprehensive, timely and 
available (Molloy and Schwenk. 1995). More broadly, ICT use can enhance the ability of the 
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individual or organisation to (a) store and retrieve large amounts of information more quickly and 
inexpensively; (b) more rapidly and selectively access information created outside the organis- 
ation; (c) more rapidly and accurately reconfigure information so as to create new information 
through development of forecasting models or financial analyses; (d) more compactly store 
and quickly use the judgment and decision models developed in the minds of experts or decision 
makers, and stored as expert systems or decision models; and (e) more reliably and inexpensively 
record and retrieve information about the content and nature of organisational transactions (Huber 
1990). It has also been observed that the use of ICT, especially in net-enabled organisations, 
can improve individual business processes while also enabling integration and synthesis across 
disparate physical and organisational boundaries (Straub and Watson 2001). 

That ICT indeed benefits firm performance has been well supported by empirical research. 
Bresnahan et al. (2002), for example, found that a positive association exists between aggregated 
measures of technological ICT use and organisational performance. Hitt et al. (2002) found ERP 
adoption to be associated with higher sales, return on assets, inventory turnover, profit margin 
and financial market valuation.? In view of extant support for ICT's performance benefits, replicat- 
ing such a test is not a major objective of this study, although it is still of interest to examine the 
relationship's applicability in the Chinese setting. A more important reason for conducting the 
test, as explained further below, is that it is necessary for identifying ways by which ICT affects 
МАС firm performance effect (e.g. whether ICT mediates МАС effect). Thus, we hypothesise: 


H2: There is a positive effect of ICT use on firm performance. 


3.3. The impact of MAC on ICT 


The accounting literature has explicitly recognised MAC and ICT as different but mutually sup- 
porting domains of corporate operations: ICT borrows from accounting to provide relevance, 
whilst accounting borrows from ICT to provide connectivity (Dechow et al. 2007). It has long 
been a practical reality that the accounting function can hardly be performed without the aid of 
ICT and that ICT has become a platform for increasingly complex accounting systems, implying 
that increased use of complex MAC needs greater ICT support. Meanwhile, developments in the 
accounting field have broadened the potential uses of ICT. Both cases suggest that adoption of a 
new MAC often creates a new demand or need for change in ICT and that increasing the complex- 
ity of MAC generates a need for more sophisticated ICT applications. By increasing an organis- 
ation's data storage, transmission and processing capacity (Huber 1990), ICT can provide the 
needed infrastructure for supporting more complex MAC applications (Dechow et al. 2007). 

Empirically, Doran and Walsh (2004) have found Irish companies’ adoption of several 
cutting-edge MAC techniques to be supported by the use of ERP. In the case of the BSC, adoption 
of this practice is seen to induce greater use of ICT (Inamdar et al. 2002, Papalexandris et al. 
2005). Liu and Lord (2006) document how a Chinese company’s adoption of budget management 
techniques created a need for a computer-based enterprise-wide information system. Taken 
together, these prior studies suggest that increased use of MAC will increase the demand for 
support from ICT applications: 


H3: There is a positive effect of MAC use on the use of ICT. 


3.4. The mediating role of ICT in MAC’s performance effects 

We expect that ICT would serve as the mediator for the link between MAC and firm performance 
rather than MAC mediating the performance effect of ICT. This is based on our reasoning in 
developing H3 that whilst ICT supplies the information processing and connectivity tools, it is 
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performance 


Figure 1. Hypothesised linkages among variables: MAC = management accounting and controls; ICT = 
information and communication technology. 


the MAC applications that provide the content and structure of data collection and reporting to 
support management. It follows that ICT would serve as a mechanism through which the 
capacities of MAC can be leveraged to improve firm performance (cf. Banker et al. 2008, 
p. 7). Thus we hypothesise: 


H4: ICT mediates MAC’s effect on firm performance. 


To further clarify the linkages among MAC, ICT and firm performance that we propose to 
examine, Figure 1 depicts the hypothesised interrelationships amongst these variables. 


4. Methods and data 


For efficiency of presentation, we will first present the model used for hypothesis testing. We will 
then explain how each variable was measured and the reasons for its inclusion. 


P7 


4.1. Model 


Our model consisted of two structural equations which included both the focal variables and a 
number of control variables. The latter help to account for the influences of other factors (includ- 
ing ones unique to the Chinese setting) so as to facilitate focusing on the effects of ICT and MAC. 


ICT = 6; + 62MAC + 6:COMPET + 64STRAT + 65ForeignOwn + б6 Е 


I 
+ 67INDUST + 53 ( ) 


PERFORM = 6; + &ICT + 3 МАС + ó4StateOwn + dsMgtOwn + d;LEVG 


2 
+ ô TANG + ógSIZE + S9INDUST + £4 e 


where: 


PERFORM - firm performance; 
ICT — extent of ICT usage; 
MAC = extent of MAC usage; 
COMPET - level of market competition; 
STRAT = strategy, 1 for build strategy and 0 otherwise; 
StateOwn = state ownership as a proportion of total equity ownership; 
ForeignOwn — foreign ownership as a proportion of total equity ownership; 
MgtOwn == managerial ownership as a proportion of total equity ownership; 
LEVG - leverage; 
TANG - tangible assets as a proportion of total assets; 
. SIZE = natural log of total assets; and 
+ .INDUST = industry dummy, 1 for manufacturing and 0 liste: 
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4.2: Data collection 


Because information on the use of ICT and MAC, market competition and firm strategy is not 
publicly available, we collected these data with a questionnaire survey. The questionnaire was 
first developed in English and then translated into Chinese following Brislin’s translation— 
back translation method (1986). Feedback from interviews with 19 senior accounting and 
finance managers of five Chinese companies (not included in the sample) and a leading 
Chinese MAC educator and researcher who serves on the boards of directors of four companies 
was used to finalise the instrument. Data on the other variables were obtained from the sample 
companies’ publicly available financial reports. 

We targeted all listed companies from seven areas of China: Guangdong, Fujian, Heilong- 
jiang, Jiangsu, Shaanxi, Sichuan and Tianjin. These geographically dispersed areas span different 
levels of economic development. Shaanxi and Sichuan are in the west of China. Both have been 
identified by China’s central government as being economically less advanced than Fujian, 
Guangdong, Jiangsu and Tianjin from the southern and eastern regions, and Heilongjiang in 
the north-east. | 

` А copy of the questionnaire was sent to the chief accountant or finance director of each 
company.’ A total of 219 usable responses were received out of 337 sent, representing a rather 
high overall response rate of 65%. The regional response rates ranged from 56 to 83% except 
for Shaanxi's 20%.° Of the completed responses, 57.53% were from firms in the manufacturing 
sector; the rest were dispersed among 12 other sectors as defined by the China Securities Regu- 
latory Commission’s industry classifications. All of the respondents were senior executives and 
all but four were financial controllers or chief accountants. On average, they had worked in 
their current companies for 8.91 years and occupied their current positions for 3.9 years. Thus 
they should be well qualified to answer the questions. 

To test for non-response bias, we compared the responding and non-responding firms’ 
total assets and percentages of share ownership by the state, management and foreign 
shareholders.” There was no significant difference (at p = 0.05) across these characteristics, 
suggesting that there were no fundamental differences between the respondents and 
non-respondents. 


4.3. Variables and measurement 


Bisbe et al. (2007) have explained that in theory-based empirical research, theoretical constructs 
can be translated into observable variables using a reflective or a formative approach. In a reflec- 
tive approach, constructs are operationalised with a sample of interchangeable measurement items 
or indicators that may co-vary. In contrast, a formative approach requires that the constitutive indi- 
cators of a theoretical construct be identified. The construct is seen as being described by a census 
of these indicators. Thus, under a reflective model, removing a measurement item may not induce 
misspecification whereas under a formative model, omission of a constitutive item would cause 
the construct to be mis-specified. As explain below, except for the variables obtained from pub- 
licly available sources, our operationalisation of the constructs in Equations (1) and (2) (e.g. ICT, 
MAC) followed the reflective approach. 


43.1 Firm performance (PERFORM) 

Following a widely used approach in the management accounting literature (e.g. Bisbe and Otley 
2004), we asked for respondents’ perceptions about seven aspects of their firms’ performance 
within ‘their industry (1 = ‘far -below average’, 3= ‘about average’ and 5 = ‘far above 
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average’). They are (1) cost efficiency; (2) customer satisfaction; 3) employee morale, job satis- 
faction and commitment; (4) on-time delivery to customers; (5) innovativeness; (6) continuous 
improvement; and (7) overall performance. This way of operationalising firm performance is 
reflective because while our list of dimensions is rather comprehensive, it still only represents 
a sample of the aspects on which firm performance can be measured. Furthermore, some of the 
measured dimensions may co-vary (e.g. lower employee morale may lead to lower customer sat- 
isfaction and lower cost е сіепсу).! A principal components analysis indicated that the seven 
components yielded one factor with an eigenvalue of 3.841 and Cronbach’s alpha equal to 
(1.857. These statistics indicate that the components are highly internally consistent and reliable 
(Nunnally 1978).!! 


4.3.2 Use of ICT (ICT) 


Prior studies have measured ICT primarily in two ways: availability and use. The former focuses 
on expenditures for, or availability of, specific hardware, software and communication facilities, 
while the latter would collect data on how ICT is used for different purposes. We adopted the 
second approach for the following reasons. First, hardware and software have become increas- 
ingly integrated, making it difficult to separately identify the components. Integration 
also makes it inappropriate to treat the components in isolation. In addition, some hardware 
and software differ only in name but not in function, such that if we had asked respondents to 
name their firms’ specific hardware and software, we could have artificially created missing 
values unless we could give respondents an exhaustive list of specific hardware and software. 
Doing so would face the challenge that some software or systems are developed in-house and 
would be unknown to us. Finally and most importantly, whilst a company could have many 
ICT resources, some may be for purposes other than supporting managerial reporting functions 
{e.g. leisure, training). 

We asked respondents to indicate on a 1 (= ‘not at all’) to 5 (= ‘very extensively’) scale the 
extent to which their companies currently applied ICT for each of the following purposes 
(Panel B of Table 1): to collect and analyse data; support product costing; decision making; 
planning and control; and business processes. A principal components analysis of these five 
items produced one factor (ICT hereafter) with an eigenvalue of 4.129 and Cronbach’s alpha 
equal to 0.937. 


4.3.3 Use of management accounting and control (MAC) techniques 


The list of MAC techniques was generated by referencing major English and Chinese texts in 
management accounting and controls (e.g. Sun ef al. 1998, Merchant and Van der Stede 2003, 
Hilton 2005) and survey studies of practice in North America (e.g. Foster and Young 1997, 
Garg et al. 2003, Lawson et al. 2003), Europe (e.g. Kennedy and Affleck-Graves 2001, 
Speckbacher et al. 2003) and China (e.g. Firth 1996). We limited our focus to 13 techniques 
that are generally held to benefit organisational performance through facilitating planning, 
management control product costing and cost management: ABC, ABM, СУР, standard 
costing, target costing, Kaizen costing, value chain analysis, operational budgeting, discounted 
cash-flow-based capital budgeting, economic-value-added (EVA)-type performance measures, 
responsibility accounting, integrated performance measurements and performance-based 
compensation. - : 
A point worth noting about the 13 MAC techniques is that they span those that have long 
been in the (Western) management accounting literature -(e.g.-CVP, standard costing). and 
those of more recent vintage (e.g. ABC/ABM, integrated performance measures). This 
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Table 1. Descriptive statistics (п = 219). 


Panel A: Firm performance (Cronbach’s 


a = 0.857) 


Aggregate firm performance 
Cost efficiency 
Customer satisfaction 


Employee morale, job satisfaction and 


commitment 


On-time delivery to customers 


Innovativeness 
Continuous improvement 
Overall performance 


Panel B: Use of ICT” (Cronbach’s 


a — 0.937) 


ICT for data collection and analysis 
ICT for supporting product costing 
ICT for supporting decision making 


ICT for supporting planning and control 
ICT for supporting business processes 


Panel C: Use of 
management accounting 
and controls? 


Cost-volume-profit 
analysis (Cronbach's 
а = 0.734) 
Activity-based costing 
(Cronbach’s а = 0.903) 
Activity-based 
~ management 
(Cronbach’s a = 0.911) 
Standard costing 
(Cronbach’s a == 0.892) 
Target costing (Cronbach’s 
^ œ = 0.898) 
Kaizen costing 
(Cronbach’s a = 0.943) 
Value chain analysis 
(Cronbach's a =0.837) 
Operating budgets 
(Cronbach's œ = 0.893) 
Discounted cash-flow- 
based capital budgeting 
(Cronbach’s a = 0.834) 
Economic-value-added- 
type performance 
"measures (Cronbach’s 
a.= 0.604) 
Responsibility accounting 
(Cronbach’s a = 0.914) 
Integrated performance 
measures (Cronbach’s 
” а = 0.741) 


Меап 
3.644 
3.210 
3.795 
3.708 
3.863 
3.589 
3.749 
3.598 
Меап 
3.018 
2.699 
2.443 
2.616 
2.635 
Mean Std. dev. 
3.776 0.896 
3.006 1.271 
2.645 1.142 
2.605 1.065 
3.361 1.175 
2.594 1.194 
3.053 1.130 
4.236 0.840 
3.130 1.235 
| 3.089 1.117 
3.772 1.079 
3457 0.962 
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Std. dev. 


1.260 
1.331 
1.137 
1.230 
1.232 


Min 
1.00 


1.00 


1.00 


1.00 
1.00 
1.00 
1.00 
1.00 
1.00 


1.00 


1.00 


1.00 


Min 
1.571 
1.00 
2.00 
1.00 
1.00 
1.00 
1.00 
1.00 
Min 
1.00 
1.00 
1.00 
1.00 
1.00 


Max 
5.00 


5.00 


5.00 


5.00 
5.00 
5.00 
5.00 
5.00 
5.00 


5.00 


5.00 


_ 5.00 


Factor 1° 


0.615 


0.649 


0.653 


Factor 1? 


0.439 
0.678 
0.767 


0.775 
0.835 
0.819 
0.794 


Factor 1? 


0.883 
0.829 
0.881 
0.891 
0.889 


Factor 2° 





(Continued) 
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Table 1. Continued. 


Performance-based 3.702 0.932 1.00 5.00 0.604 — 
compensation 
(Cronbach’s a = 0.749) 





Fanel D: Control variables Mean Std. dev. Min Max 
Competition (Cronbach's a — 0.675) 4.113 0.757 1.00 5.00 
Competition for inputs 3.910 0.999 1.00 5.00 
Price competition 4.269 0.995 1.00 5.00 
Competition on product/service quality 4.170 0.921 1.00 5.00 
and features 
Strategy — – – ~ 
Build = 1 0.603 0.490 0.00 1.00 
Hold = 1 0.110 0.313 0.00 1.00 
Harvest = | 0.055 0.228 0.00 1.00 
Divest = 1 0.142 0.349 0.00 1.00 
State ownership 0.224 0.254 0.000 0.796 
Managerial ownership 0.005 0.035 0.000 0.380 
Foreign ownership 0.049 0.121 0.000 0.607 
Leverage 0.060 0.176 0.000 2.417 
Asset tangibility 0.313 0.190 0.000 0.926 
Total assets 5.95E+09 4.28E+10 1.14E+08 6.03E+11 


*Values in the columns headed by ‘Factor’ represent the factor loadings of each subscale from exploratory factor analysis. 
mitted factor loadings were all below 0.200. 
Response scale: 1 = ‘not at all’; 5 = ‘very extensively’. 


feature is aimed at covering the major components of the management accounting toolkit and at 
increasing our likelihood of capturing variation in practice among more vs. less advanced 
Chinese companies. To dampen respondents’ tendency of putting their companies’ management 
practices in a favourable light and to reduce the chances of uninformed responses, we disaggre- 
gated each MAC technique into component activities. For example, we decomposed ABC into 
three interrelated procedural activities: (1) operating processes are analysed and decomposed 
into their component activities; (2) operating costs are explicitly traced to activities; and (3) 
product costs are determined using activity-based costing. For each activity, respondents were 
asked to indicate on a 1 (= ‘not at all’) to 5 (= ‘very extensively’) scale the extent to which 
their companies currently engaged in it. Panel C of Table 1 shows that all of the MAC 
techniques have acceptable values for Cronbach’s alpha, ranging from 0.604 to 0.943 (Nunnally 
1978). 

Since there may be complementary or substitution relationships across MAC techniques 
(Fisher 1998), we further undertook a principal components analysis of the 13 techniques. 
This factor analysis is exploratory in nature due to a lack of theories guiding the correspon- 
dence between the latent variables and their measurement items. The analysis separated the 
techniques into two distinct factors. ABC and ABM loaded onto one factor with an eigenvalue 
of 1.634 and Cronbach’s alpha equal to 0.919, while the remaining 11 techniques loaded onto 
another factor with an eigenvalue of 5.163 and Cronbach’s alpha equal to 0.830. This separ- 
ation is consistent with the notion that different subsets of MAC techniques may have different 
foci. In particular, ABC and ABM are generally viewed as focusing on product costing and 
cost management. We labelled as *ABCM' the factor comprising these two techniques. The 
other 11 techniques focus more on planning and management controls. Thus we labelled 
the second factor ‘PMC’. 


156 ves. 7472. Xiao et al. 


4.4.. Control variables 


The following control variables were included because prior theoretical and/or empirical studies 
have shown that they can affect the use of MAC/ICT or firm performance. 


Competition (COMPET). Prior studies by Firth (1996) and O'Connor et al. (2004) have found a 
positive association between Chinese firms’ use of a range of ‘Western’ management accounting 
techniques and market competition. By analogy, we conjecture that it would also motivate 
Chinese firms’ use of ICT. Following the approach of Dill (1958), Khandwalla (1977) and 
Baines and Langfield-Smith (2003), we asked respondents to indicate on a scale of 1 (— *of neg- 
ligible intensity") to 5 (= ‘extremely intense") the competition that their firms faced in obtaining 
inputs, pricing and product/service quality and features. 


Strategy (STRAT). We adopted the ‘build, hold, harvest and divest’ taxonomy of defining strat- 
egy because these descriptions have been extensively tested in previous studies (Govindarajan 
1986, Fisher and Govindarajan 1993). Respondents were asked to select the description that 
most closely described their firms’ competitive strategy. We expected strategy to affect the 
demand for ICT because different strategies require information with different features to 
guide implementation (Kaplan and Norton 1996, 2001, Langfield-Smith 1997, Chenhall 
2003). For example, pursuing an effective build strategy requires decentralisation whereas 
adopting a successful hold strategy entails centralisation. The former gives business units 
greater autonomy than the latter (Govindarajan 1986). In turn, this requires greater coordination 
and communication, which could increase the demand for ICT. Therefore, we expected that 
firms following a build strategy would make greater use of ICT than ones following the other 
strategies. 


State ownership (StateOwn). In China, lacklustre firm performance often accompanies a substan- 
tial level of state ownership because the state tends to put more emphasis on political and social 
objectives than on profitability (e.g. Xu and Wang 1999, Sun and Tong 2003). This factor also 
suggests that firms with higher proportions of state ownership would place less emphasis on 
cutting-edge ICT. StateOwn is the proportion of equity shares owned by the state.'” 


Managerial ownership (MgtOwn). Consistent with the expectation that greater managerial 
ownership increases the interest congruence between managers and shareholders, 
Tian (2001) and Li et al. (2005) have reported a positive effect of managerial share ownership 
on Chinese firms’ performance. However, Gul and Zhao (2000) failed to find such an 
association. We included the proportion of common shares owned by firm management 
but left open whether it would be positively or negatively associated with ICT and firm 
performance. · 


Foreign ownership (ForeignOwn). Prior studies of Chinese firms (Qi et al. 2000, Sun and Tong 
2003) have generally reported an insignificant impact of foreign ownership on firm performance. 
In the case of MAC techniques and by analogy, ICT, extant research indicates that foreign inves- 
tors, in particular foreign partners of joint ventures, play an important role in promoting their 
adoption (Firth 1996, Chalos and O'Connor 2004, O'Connor et al. 2004). This may be 
because foreign investors, being geographically remote, require greater transparency and stricter 
monitoring оЁсогрогае and management performance (Xiao et al. 2004). Furthermore, they may 
be more knowledgeable about, and have incentives to promote, the.application of techniques:and 
practices that can increase the return on their investment. We measured ForeignOwn as.the 
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percentage of shares (including B-shares, H-shares and non-tradable foreign founders’ shares) 
held by foreign investors. 13 


Leverage (LEVG). While there is little doubt that leverage can affect firm performance, the direc- 
tion of its effect is a subject of debate. The avenues whereby leverage can affect performance 
include increasing interest burden, magnifying business operating risk and providing tax 
shields (e.g. Morck et al. 1988). In the case of China, the government's longstanding practice 
of supporting unprofitable enterprises means that firms with higher leverage may be financially 
troubled but they may also have greater access to state funding for value-creating activities. 
Indeed, both Qi ег al. (2000) and Sun and Tong (2003) have reported a positive impact of leverage 
on Chinese firms’ market-to-book-value ratio but а negative impact on accounting returns. We 
measured LEVG as the book value of debt divided by the book value of total assets but left 
open the direction of its expected effects. 


Asset tangibility (ТАМА). The ratio of a firm’s tangible assets to total assets is included to control 
for variations in input structures that may affect capital structure and managerial decisions 
(Wiwattanakantang 1999). Smith and Watts (1992), for example, have suggested that agency 
costs may be higher in companies with more growth options and lower tangible asset intensity. 
In the case of Chinese firms, Tian (2001) has reported a negative relationship between asset tan- 
zibility and firm performance. | 


Firm size (SIZE). We expected firm size to be negatively related to firm performance because 
larger firms may suffer from more agency problems (Sun and Tong 2003) and may attract 
more bureaucratic intervention and hence be less efficient than small firms in China (Xu and 
Wang 1999). Firm size may also affect the use of ICT. As a firm gets bigger, it would increasingly 
encounter problems of measurement, communication and control, in turn inducing the use of 
more sophisticated ICT techniques (Merchant 1981, Libby and Waterhouse 1996, Hoque and 
James 2000). Moreover, large firms tend to have greater access to resources, including internal 
experts or consultants for ICT implementation. To reduce skewness, we measured firm size as 
the natural logarithm of a firm's total assets. 


Industry (INDUST). Firms in different industries tend to have different input processes, through- 
puts and outputs and they face different demands, constraints and opportunities (Porter 1980, 
Hambrick 1981). Industries may also have different patterns of business cycles, costs, revenues 
and profitability (Wei et al. 2005). In response, firms in different industries tend to develop differ- 
ent business models and configurations of internal operations (Spender 1989). Such differences 
can give rise to different needs for ICT. In our analysis, we distinguished between firms in the 
manufacturing and non-manufacturing sectors (coded 1 and 0, respectively). 


5. Results 
5.1. Descriptive statistics 


Table 1 displays the descriptive statistics of the variables. From Panel A, it can be seen that the 
sample firms' mean perceived performance is 3.644. Panel B shows that, on a scale of 1 (— low) 
to 5 (= high), ICT is more commonly used for data collection and processing (3.018) than for 
less structured decision making (mean = 2.443). Panel C provides descriptive statistics for 
usage of the 13 MAC techniques. The four most highly used techniques are operating budgeting 
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(mean = 4.236), CVP (mean = 3.776), - responsibility accounting (mean = 3.772) and 
performance-based compensation (3.702). At the low end of the spectrum, Kaizen costing, 
standard costing and ABM have means of 2.594, 2.605 and 2.645, respectively. In the middle 
are ABC, EVA-type performance measures, value chain analysis, discounted cash-flow-based 
capital budgeting, target costing and integrated performance measures, with means of 3.006, 
3,089, 3.053, 3.130, 3.361 and 3.457, respectively. 

Panel D of Table 1 reports statistics on the control variables. The sample firms’ average total 
assets are just under RMB 6 billion yuan (about 0.82 billion US dollars at the exchange rate of 
7.3:1). Perhaps not unexpectedly, the mean level of perceived competition (4.113) is quite 
high. Just over 60% of the sample companies reported following a build strategy, with the remain- 
der being relatively evenly spread among hold, harvest and divest strategies. State ownership 
among the sample firms is also quite high (mean = 22.4%). By contrast, both foreign and man- 
agerial ownership are relatively low (means = 4.9 and 0.5%, respectively). On the whole, these 
statistics are comparable to those reported in prior studies (e.g. Sun and Tong 2003, Wei et al. 
2005, Zou and Xiao 2006). 

Table 2 reports the correlation coefficients among the variables. The upper half of this table 
(above the diagonal) contains Spearman coefficients; the lower half presents the Pearson coef- 
ficients. To improve parsimony and to reduce multi-collinearity between the focal variables 
and their interaction terms, we focus on ICT, ABCM and PMC from the principal components 
analysis mentioned earlier. Since the patterns are highly similar between the Spearman and 
Pearson correlations, we only discuss the former. The table shows that ICT has significant 
and positive correlations with both MAC factors as well as with performance. It is also sig- 
nificantly and positively correlated with the pursuit of a build strategy and firm size. PMC 
has a significant and positive correlation with ABCM, foreign ownership, competition, 
build strategy, firm size, membership in the manufacturing industry and firm performance. 
In contrast, ABCM only has one significant correlation: that with competition. Beyond 
these pairings, a number of correlations amongst the control variables are also significant 
(e.g. TANG has a 0.135 correlation with LEVG). However, the point most worthy of note 
is that the highest correlation coefficient in Table 2 is 0.436 (a Pearson coefficient between 
ICT and PMC). This suggests that multi-collinearity is unlikely to be a serious problem in 
the data. 


5.2. Measurement models 


To properly use structural equation modelling for hypothesis testing, we first evaluated the 
measurement models before examining the structural model. In total, we tested four measurement 
models: АВСМ, РМС, ICT and firm performance. ABCM was measured by the seven items 
comprising ABC and ABM. The remaining 11 MAC techniques were included in measuring 
PMC." Three of these techniques, namely, Kaizen costing, standard costing and performance- 
based compensation, yielded loadings lower than 0.60 in confirmatory factor analysis and were 
excluded, !® leaving eight MAC techniques in the measurement model. The same inclusion 
hurdle also caused cost efficiency to be excluded from the measure of firm performance. 
Regarding convergent validity, Table 3 shows that all of the item loadings on ABCM, PMC, 
ІСТ and performance are above Hair et al.’s suggested threshold of 0.50 (1992).'7 In addition, 
Panel A of Table 4 indicates that the composite reliability ranges from 0.868 to 0.945. Average 
variance extracted (AVE) ranges from 0.472 to 0.761. Thus, the measures are reasonably conver- 
gent on their respective constructs (Fornell and Larcker 1981). As to discriminant validity, Panel 
B of Table 4 shows that the square roots of AVE exceed the correlation between any pair of 
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Table. 3> Measurement items and loadings of focal variables. 


Loading Loading 
ABCM PMC 
al 0.797 CVP 0.567 
a2 0.834 TC 0.648 
a3 0.856 VCA 0.695 
a4 0.878 OB 0.673 
a5 0.893 DCF 0.611 
a6 0.825 EVA 0.816 
a7 Р 0.807 КА 0.688 
IPM 0.763 
ICT PERFORMANCE 
il 0.842 pl 0.508 
12 0.843 р2 0.664 
3 0.915 p3 0.667 
i4 0.914 p4 0.873 
i5 0.819 ps 0.849 
рб 0.748 


Мою: ABCM = mean of seven ABC/ABM items; РМС = mean of cight МАС techniques pertaining to planning and 
management controls; ICT = mean of five ICT items; PERFORMANCE = mean of six firm performance items. See 
notes to Figure 2 for details. 


Table 4. Composite reliability, AVE, and correlations among constructs. 


Panel A: Composite reliability and AVE 


aoe. composite reliability AVE 
ABCM - 0.945 0.709 
РМС 0.876 0.472 
ICT 0.941 0.761 
PERFÓRMANCE 0.868 0.531 


Panel B: Discriminant validity: square roots of AVE and correlation coefficients 


7 АВСМ РМС ICT PERFORMANCE 
ABCM 0.845 
PMC 0.434 0.682 
ICT 0.167 0.477 0.871 
PERFORMANCE 0.064 0.363 0.271 0.726 


Notes: 

(1) ABCM = mean of seven ABC/ABM items; PMC = mean of eight MAC techniques pertaining to planning and 
management controls; ICT = mean of five ICT items; PERFORMANCE = mean of six firm performance items. 
Sce notes to Figure 2 for details. 

(2) In Panel B, numbers on the diagonal are square roots of AVE (average variance extracted), while off-diagonal 
numbers are correlation coefficients. 


constructs. Thus, the construct measures are empirically distinct from each other (Fornell and 
Larcker 1981, Bagozzi et al. 1991). 


5.3. Structural model and hypothesis tests 


Having found satisfactory measurement models for the constructs, we tested the structural model 
for the proposed relationships among them. Figure 2 shows the resulting structural mode! and the 
standardised path coefficients.’® It indicates that our data fit. the theoretical model well as 
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Table 5. Structural model of the relation between MAC and ICT and their effects on firm performarice.: 
Standardised path coefficients 


` АВСМ —> Firm performance 


Direct effect (H1) —0.076 

Indirect effect via ICT (H4) — 0.009 

Total effect —0.085 
PMC — Firm performance 

Direct effect (H1) 0.275*** 

Indirect effect via ICT (H4) 0.076** 

Total effect 0.351 
ICT — Firm performance 

Direct effect (H2) 0.148** 
ABCM — ICT 

Direct effect (H3) —0.071 
PMC — ICT 

Direct effect (H3) 0.522*** 





Note: **, ***Significance at the 0.05 and 0.01 levels (one-tailed), respectively. 


suggested by the fit indices (Kline 2005): Model Chi-square over degrees of freedom (CMIN/ 
DF), 1.50; Comparative Fit Index (CFI), 0.93; Root Mean Square Error of Approximation 
(RMSEA), 0.05; and Root Mean Square Residual (RMR), 0.05.'? Table 5 displays the standar- 
dised path coefficients for the hypothesised links. It indicates that PMC, but not ABCM, has a 
positive link to firm performance (B = 0.275, p < 0.01 for PMC; B = —0.076, p > 0.10 for 
ABCM). Thus, Н1 is partially supported.”° Consistent with H2, ICT has a positive and significant 
link to firm performance (B = 0.148, p < 0.05). We also find that PMC, but not ABCM, has a 
positive link with ICT (В = 0.522, р < 0.01 for PMC and В = —0.071, p > 0.10 for ABCM; 
one-tailed, as are all significance levels reported in this section).?! Thus, НЗ is partially sup- 
ported.”* Finally, H4 is partially supported, as the results indicate that ICT mediates the perform- 
ance effect of PMC (В = 0.076, р < 0.05) but not that of ABCM (В = —0.009, р > 0.10). This 
mediating effect is a partial one, as PMC still has a significant and positive direct effect om firm 
performance after controlling for ICT. As to АВСМ 5 lack of significant links to both ICT use and 
performance, we surmise that the former may be due to the relatively low degree of ABC and 
ABM implementation in our sample (3.006 and 2.645 on а 1—5 scale; Table 1). Firms at the 
early stages of ABC and ABM implementation usually only engage in activity and cost driver 
analysis and perform small-scale activity cost assignment; such activities can be accomplished 
‘without extensive ICT support (Kaplan and Cooper 1998). Limited use of ABC and ABM may 
also account for the absence of a significant performance effect, as their coverage may be short 
of. that required for guiding decisions like product mix/pricing and the elimination of .non- 
value-added activities (Foster and Swenson 1997). 


5.4. Further analyses 

5.4.1 Testing the moderating role of ICT use 

As we had reported earlier, our results indicated that ICT is ИИ associated with both 
MAC and firm performance. These significant links, per se, rule out the existence of a moderating 
role for ICT. in the relationship between MAC and firm performance (Gerdin and Greve 2004). То 
further ascertain the validity of this conclusion, we followed the practice of previous studies (e.g. 
‘Bisbe and Otley 2004, Banker et al. 2008) by performing the following regression, in which the 
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Figure 2. Structural equations model and standardised path coefficients. 

Notes: 

(1) CMIN/DF = 1.50; CFI = 0.93; RMSEA = 0.05; RMR = 0.05. 

(2) **, ***Significance at the 0.05 and 0.01 levels, respectively (one-tailed). 

(3) АВСМ is measured by seven items: al—a7, where al = operating processes are analysed and decom- 
posed into their component activities; a2 = operating costs are explicitly traced to activities; a3 = 
product costs are determined using activity-based costing; a4 = decisions about products (e.g. mix, 
pricing, production method) are based on activity-based product costs; a5 = activity cost information 
is used to manage production costs; a6 = activity cost information is used to manage non-production 

. costs; and a7 = activity cost information is used for preparing budgets. 
(4) PMC is measured by the following eight MAC techniques: CVP = cost-volume-profit analysis; TC = 
` target costing; УСА = value chain analysis; ОВ = operating budgets; DCF = discounted cash-flow- 
` based capital budgeting; EVA = economic-value-added-type performance measures; RA = responsi- 
bility accounting; IPM = integrated performance measurement. 

(5) ICT is measured Бу 11—15, where 11 = ICT is used for data collection and analysis; 12 = ICT is used for 

supporting product costing; i3 = ICT is used for supporting decision making; i4 = ICT is used for sup- 
. porting planning and control; and 15 = ICT is used for supporting business processes. 

(6) Performance is measured by р1 —p6, where pl = customer satisfaction; p2 = employee morale, job sat- 

isfaction and commitment; p3 = on-time delivery to customers; p4 = innovativeness; p5 = continuous 
- improvement; and рб = overall performance. 

(7) For simplicity, the paths between ICT and the control variables and between firm performance and the 

control variables are not presented here. 


presence of a moderating relationship would be indicated by a significant interaction term 
between MAC and ICT: 


PERFORM = a; + о МАС + оз [СТ + agMACxICT + asStateOwn + ag MgtOwn 6) 
+ a7LEVG + ag TANG + aoSIZE + ajpINDUST + ё. Ў 


. Using PMC and АВСМ alternately to represent MAC, firm performance has non-significant 
associations with both interaction terms: PMC*ICT and ABCM*ICT. This finding supports the 
inference that ICT does not moderate MAC’s effect on firm performance. 


5.4.2.. Robustness checks | 


Our sensitivity analysis involved .substituting accounting measures of performance (Бану оп 
total assets and return on sales іп -2004, 2005, 2006, both 2004 and 2005, or both 2005- and 
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2006) for our subjective performance measure. We found that ICT neither moderates nor mediates 
the relationship between MAC and these performance measures. 


6. Discussion and conclusions 


Although prior studies have examined ICT’s and MAC’s performance effects, almost without 
exception they have treated ICT and MAC independently without investigating whether, and 
how, ICT affects MAC’s performance effects (Sutton 2005, Dechow et al. 2007). This paper 
helps to fill in this void by showing that, with some exceptions (most noticeably ABC and 
ABM), MAC use is positively linked to the use of ICT and that both MAC and ICT have positive 
direct effects on firm performance. In addition, ICT partially mediates MAC’s performance effect. 
The mediating role implies that ICT is an important means for enhancing the performance effects 
of MAC. As such, decisions about ICT and MAC deployment should consider how one affects the 
other rather than treating them as distinct elements. Furthermore, effective management requires 
evaluating the outcomes of decisions and actions. Our findings suggest that the benefits of ICT 
and MAC would be mis-estimated if the indirect effects are omitted. In the case of MAC appli- 
cations, recent studies have observed the lack of attention to their indirect effects and called for 
efforts to fill in this gap. A few studies have responded to this call (e.g. Bisbe and Otley 2004, 
Banker et al. 2008) by focusing on mediating variables other than ICT, such as product innovation 
and manufacturing practices. Our study adds to this budding literature by contributing findings on 
the role of ICT as a mediator in MAC deployment: 

With respect to our secondary aim of advancing knowledge on the current state and benefits of 
Chinese firms’ MAC and ICT usage, we find that both MAC and ICT have gained wide adoption 
in large Chinese firms but there is considerable variation in usage rates both across techniques and 
across firms’ use of each technique. Concerning performance, Duh et al. (2009) have examined 
MAC’s effect on listed Chinese firms but they did not consider either MAC’s indirect performance 
effect or the role of ICT. Our study thus helps to develop a more holistic understanding of Chinese 
firms’ MAC and ICT practices and their performance effects. Considering the Chinese govern- 
ment’s concerted push for the adoption of ICT and modern management techniques, and 
Chinese firms’ escalating investments in these areas, evaluating whether such investments are 
generating adequate returns is an increasingly important issue. Yet it has been observed that evalu- 
ation systems currently used in China suffer from the lack of lateral thinking because they neglect 
how ICT works with other resources (Zhang and Zhou 2005). Our findings suggest an important 
direction for improvement. As Chinese firms pay increasing attention to the integration between 
their ICT and MAC applications, they could realise even greater returns from these investments. 

Given the potential importance of these implications, there is need for further research to vali- 
date our findings, to expand the scope of inquiry and to refine the analysis. In planning such 
efforts, it is important to recognise that the questionnaire survey method has many inherent limit- 
ations. These include the inability to probe responses, lack of personal contact between the 
respondent and the researcher which may inhibit effective communication, and unsuitability to 
some respondents (Dillman 1978). In addition, cross-sectional data like those in the current 
study have limited ability to identify cause and effect relationships. The use of longitudinal 
data or controlled experiments is much more suited to this purpose. There is also room for 
delving into the nature of processes and questions of ‘how’ and ‘why’, and case and field 
study methods are particularly suited to inquiries of this nature (Yin 1989).23 

Nevertheless, surveys still have a place in future inquiries because they often are the only feas- 
ible means of obtaining the required data (especially ones related to internal systems and pro- 
cesses). In conducting future studies using this approach, the use of multiple informants in 
each firm, employees from different levels and functional areas, as well as the consideration of 
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other firm attributes (e.g. centralisation; standardisation) can improve the findings’ robustness and 
generalisability. Relating to firm'type, we had focused on listed Chinese firms because they tend to 
be large and are more likely to have high levels of MAC and ICT adoption. Whether the relation- 
ships also apply to SMEs is worthy of study. Further insights can result from studying firms from 
other institutional and national contexts, thereby enabling exploration of variables at other levels 
of aggregation (e.g. national culture, regulatory environment). 

-- Concomitant with these refinements, there is room for improving how the variables are 
measured. A case in point is our finding that while a number of techniques relating to planning 
and management controls (PMC) have a positive association with ICT use, those relating to 
product costing and cost management (ABC and ABM) do not. Similarly, while PMC has a posi- 
tive direct performance effect as well as an indirect performance effect via ICT, no such links are 
found for ABC/ABM. In discussing these results earlier, we had suggested that the non-signifi- 
cant findings for ABC/ABM may be due to our sample firms being at the early stages of ABC/ 
ABM implementation. They could also be a manifestation that not all MAC techniques or МАС/ 
ICT -pairings yield benefits. It is not unreasonable to conjecture, for example, that some MAC 
techniques have such low information intensity or complexity that.they do not require much 
ICT support. Differentiating among the causes will require both a broader sample and capturing 
more facets of each MAC and ICT application. For example, this study has not distinguished 
among MAC and ICT of different qualities and/or extensiveness. As a result, our measures of 
these variables are subject to noise. One firm could have a very rudimentary ICT system 
whereas another could have implemented all cutting-edge packages. Yet if both of these firms 
made use of their available ICT resources to the same extent, they would be assigned the same 
ICT usage score in our analysis even though ICT is likely to play a much bigger role in the 
latter firm.”* Likewise, firms may differ in the range of operations to which they have applied 
a given MAC technique (e.g. whether ABC is applied only to production costs, or also to market- 
ing costs; how far down the hierarchy are EVA-type measures used in performance evaluation). 
Going beyond the technical properties of each MAC and ICT technique, a number of recent 
studies have found that they may be used differently across firms with different organisational 
Strategies, priorities and configurations (Dechow and Mouritsen 2005, Quattrone and Hopper 
2005). There is room for future research into how different ways of using ICT and MAC may 
affect their performance impacts. Finally, the application of MAC and ICT involves not only tech- 
nological factors but also organisational processes and interpersonal relations (e.g. Shields and 
Young 1989, Duh её а!. 2006). Much room remains for future research into the facilitators of, 
and impediments to ICT and MAC implementation as well as how these factors affect the relation- 
ships found in this study. 


Acknowledgement 


The authors are indebted to the Editor and two anonymous reviewers for many helpful suggestions for 
improving this paper. 


Notes 


1. It is also possible to investigate whether MAC mediates or moderates the performance effects of ICT. 
We thank an anonymous reviewer for pointing out the importance of laying out these alternatives and 
advising us to focus on the role of ICT in the relation between MAC and firm performance. Apart from 
mediation, in the results section, we also present findings from testing the moderation approach. | 

2. For example, Banker et al. (2008) have investigated how ABC indirectly affects firm performance 
via the implementation of world-class manufacturing (WCM) practices. They found that ABC use 
has no direct performance effect, but there is a positive and significant indirect one acting 
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through WCM techniques. This finding suggests that an unbiased assessment of ABC's effects 
requires going beyond direct effects to also consider indirect avenues of influence. However, 
Bisbe and Otley (2004) found that the interactive use of management control systems did not 
have an indirect performance effect via product innovation. With empirical findings on МАС indir- 
ect performance effects still being scarce, our findings can help to increase understanding of the 
phenomenon. 

For example, the iron and steel industry in China spent RMB 2.48 billion yuan on ICT in 2005 (0551 
= ВМВ 7.3 yuan, approximately), representing а growth of 10.696 over the spending in 2004 (from 
http://www.ccwresearch.com.cn). A survey of large firms shows that the average spending per firm 
on ICT in 2002 alone was 17.51 million yuan whereas the cumulated ICT spending per firm up to 
that point was 67.83 million yuan (Song 2005). 

For a fuller discussion of MAC applications in China since 1949, see Chow et al. (2007). 

For a fuller review of empirical evidence on ICT's performance effects, see Melville её al. (2004, 
pp. 299—300, 302—303). 

For parsimony, the questionnaire is not reproduced here, but its contents are summarised in Table 1. А 
copy of the instrument can be obtained by contacting the first author. Further details about the instru- 
ment and method, as well as an analysis of part of the data, are available in Duh et ai. (2009). 
Chief accountants or financial controllers in China are equivalent to finance directors in the UK or chief 
financial officers in the USA. Emails were used to deliver the survey in all areas except Shaanxi, where 
less developed telecommunications called for the use of hard copies. 

The results were not qualitatively affected by whether the Shaanxi firms were included, and they are 
retained in the empirical tests. 

The ownership percentages are part of Equations (1) and (2) and serve as control variables. The ration- 
ale for their inclusion is explained further below. 

Our operationalisation of ICT and MAC (discussed below) also is reflective for the same reasons. 
As a robustness check, we also used accounting ratios to proxy for firm performance. More details are 
provided in the further analysis section. 

Data obtained from firms' publicly available reports (e.g. ownership, industry and firm size) were col- 
lected from the 2004 reports to coincide with the year that the survey data were collected. 

See Chow et al. (2007) for more information on the different classes of Chinese company ownership 
shares. 

Our structural equation modelling (SEM) was performed with the AMOS 5 software. A number of 
prior management accounting studies also have used SEM. Examples include Baines and Lang- 
field-Smith (2003) and Banker and Mashruwala (2007). 

Note that PMC is a second-order measurement model as PMC 1s measured by each of the MAC tech- 
niques, which are further measured by their respective measurement items. 

In testing measurement models, item loadings in confirmatory factor analysis that are statistically sig- 
nificant and exceed 0.70 are conventionally suggested to achieve convergent validity, though Hair et al. 
(1992) have suggested that loadings higher than 0.50 are acceptable. As a compromise we used 0.60 as 
the cut-off. 

Excluding the item with a 0.508 loading from measurement does not affect our measurement model 
evaluation and structural model testing results. 

For parsimony, the control variables are excluded from this diagram. 

Suggested values to attain reasonable fit are: CMIN/DF = up to 3 or even 5; CFI > 0.90; RMSEA = 
0.05—0.08; and RMR « 0.10. 

With respect to the control variables' effects on firm performance, management ownership, size and 
industry all have positive and significant coefficients (0.209, 0.149 and 0.153, respectively; p < 
0.05). The coefficients for state ownership, leverage and tangible assets are not significant (p > 0.10). 
Regarding the control variables, both competition and strategy have positive and marginally significant 
links with ICT (coefficients are 0.084 and 0.100, respectively; p « 0.10, one-tailed). The coefficients 
for foreign ownership and size are not significant (р > 0.10), while the coefficient for industry is nega- 
tive and significant (—0.215; p « 0.01). The negative coefficient for industry suggests that manufac- 
turing firms as compared to non-manufacturing firms use ICT less extensively, though we cannot 
dismiss an effect from how we have measured ICT use. In the discussion and conclusions section, 
we suggest ways to further refine measurement of our constructs. 

Although a causal relationship between MAC and ICT can be posited, our empirical test is based on 
cross-sectional rather than longitudinal data, and thus cannot support definitive inferences on whether 
such a relationship exists. We address this limitation further in the discussion and conclusions section. 


166 ‘ - JZ. Xiao et al. 


23. Bimberg et-al. (1990) compare the strengths and weaknesses of different data collection methods and 
suggest that each has a role to play in advancing the understanding of the phenomena. 
24. We thank an anonymous reviewer for alerting us to this measurement issue. 
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A number of research papers present evidence of fee premiums paid to specialist auditors. In 
this paper, we explore for listed and unlisted New Zealand firms not only the question of 
whether such premiums exist, but perhaps more importantly why they exist. We find 
evidence of fee premiums for auditor specialisation defined at the city level but not at the 
national level. We extend testing to examine the issue of self-selection of auditors by 
clients; we examine several different industry classification schemes and a number of 
different specialisation measures; and we consider the issue of portfolio specialists. We find 
from these additional tests that self-selection does not account for the existence of 
specialisation premiums; various alternative classification schemes all result in premiums at 
the city level; and portfolio specialists also earn fee premiums when portfolio specialisation 
is measured at the city level. We find that these specialist premiums apply most consistently 
to larger client firms and to low-risk firms. We consider various explanations and conclude 
that this result is consistent with non-specialist auditors providing discounts to attract 
desirable clients. Desirable clients — those that are large or low risk — are not able to 
negotiate fees as successfully with auditors who have differentiated themselves via industry 
specialisation. 


Keywords: auditing; audit fees; auditor specialisation; differentiation in audit market 


1. Introduction 


A large body of evidence (see, e.g. Craswell et al. 1995, Hogan and Jeter 1999, Knechel et al. 
2007) suggests that audit firms are desirous of acquiring specialisation skills and being known 
as industry specialists. The issue has been widely examined in research, but with some inconsis- 
tencies and uncertainties in the results. We examine this issue further in New Zealand, a setting 
that has advantages in data availability and in the nature of the market for auditing services. 
The Government Accounting Office (GAO 2003) in the USA pinpointed ‘the desire to 
increase industry expertise’ as one of the reasons for the mergers of the Big CPA firms into the 
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current four firms. The importance to firms of industry specialisation has also been discussed in 
recent reports by the Financial Reporting Council? (FRC 2006) in the UK and ће САО? (GAO 
2008). Potential benefits, from the auditors' perspective, include the ability to earn higher profits 
through either (or both) higher fees or lower production costs and the ability to attract clients by 
being known as an industry expert. 

Using data from settings as diverse as the USA, Australia and Hong Kong, a number of 
studies (DeFond et al. 2000, Ferguson et al. 2003, Francis et al. 2005) have presented evidence 
that industry specialist auditors earn a fee premium. A common assumption in studies finding evi- 
dence of a specialist fee premium is that the premium relates to the reputation of the auditor and 
reflects a return demanded by the auditor investing in industry-specific expertise (Craswell et al. 
1995, among others). Other explanations such as market power have also been considered and we 
discuss these later in the paper. The body of evidence on fee premiums, however, remains incon- 
clusive as a number of other studies found little or no evidence of a fee premium (Palmrose 1986, 
Ferguson and Stokes 2002), or found evidence of such a premium only for certain subsets of firms 
(Craswell et al. 1995, only for large clients). We help to resolve these inconsistencies by extend- 
ing testing to examine the issue of self-selection of auditors by clients; we also consider the effect 
of specialisation on different sectors of the market; we examine several different industry classi- 
fication schemes and a number of different specialisation measures; and we consider the issue of 
portfolio specialists. We find that self-selection does not account for the existence of specialisation 
premiums; various classification schemes all indicate premiums at the city level and not at the 
national level; and portfolio specialists also get fee premiums when portfolio specialisation is 
measured at the city level. 

We further find that specialist premiums apply primarily to larger client firms and to low-risk 
firms. This result is consistent with auditors without specialist expertise in an industry being 
forced.to offer discounts* if they wish to attract these desirable clients; these clients are not 
able to negotiate fees as successfully with auditors who have differentiated themselves via indus- 
try specialisation. One implication of this finding is that any clients choosing the non-specialist in 
order to benefit from the ‘discount’ would also forego the differentiated service, perhaps because 
the client is sufficiently strong that it does not need to signal quality or otherwise take advantage 
of the added expertise of a specialist auditor. Taken together our findings are more consistent with 
product differentiation than with monopoly power by auditors, and with the exercise of bargain- 
ing power by clients, although only in the non-specialist market. 

We use a data-set of New Zealand firms to explore industry specialisation by auditors. The 
New Zealand setting provides us with numerous advantages, as we have access to data from a 
broader range of the market for audit services, including unlisted companies as well as listed. 
New Zealand is one of a number of relatively small countries in which an active audit market 
exists and the institutional arrangements are similar to those in other Western countries, providing 
sufficient opportunity to examine various issues of specialisation with results that can be gener- 
alised to other settings. For example, it is relevant to both small and larger countries to consider 
whether the phenomenon of auditor specialisation premiums also applies in a small country, ‚ог 
whether small size virtually eliminates the rewards for auditors from investing in specialisation. 
The spatial nature of New Zealand also includes a smaller number of major cities, so that there are 
more opportunities (and ease) for transference of audit expertise between offices, providing a 
stronger.test of this aspect of specialisation. Further, many previous studies have not been able 
to include a complete measure of auditor industry share, as data for the subsidiaries of overseas 
companies (such as the international motor companies or oil companies) are not available and thus 
not included. In New Zealand these overseas-owned companies must disclose their audited finan- 
cial statements. We are able to. include unlisted as well as listed firms to obtain a more accurate 
measure of industry market share. We further examine the effects of specialisation within a variety 
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of segments of the market for audit services (large/small, listed/unlisted, growth/non-growth, 
high-risk /low-risk, subsidiary /non-subsidiary). 
We provide insight into the following questions related to industry specialisation by auditors: 


(1) Do firms pay a fee premium for national and/or city-specific specialist auditors and 
which designation is more important in our setting? 

(2) Do all categories of firms with specialist auditors pay a fee premium, or only certain 
subsets of firms? 

(3) If the premiums affect only certain subsets of firms, what does this tell us about the 
benefits of specialisation and the pricing of specialisation expertise by auditors? 


We present evidence that firms in our sample of listed and unlisted New Zealand clients do 
pay fee premiums to specialist auditors and that such premiums are observed almost exclusively 
at the city rather than national level. We use a range of different specialisation measures and 
classification schemes. We find that these fee premiums apply consistently, regardless of our spe- 
cification, to larger client firms and to low-risk clients. Our results suggest that in the determi- 
nation of audit fees, the premium for specialisation arises because power shifts to the client 
when the auditor is a non-specialist and the client possesses one or both of the attractive qualities 
of large size or low risk. 

Discounts (lower audit fees than an industry.specialist would charge) are provided by non- 
specialist audit firms to attract and retain desirable clients (large or low-risk clients). This suggests 
chat the term ‘fee premium’ as commonly defined in the literature might be better viewed as the 
absence of a discount, at least in our setting. Although the difference is simply one of perception, 
Ћеге are several reasons why it is more useful to view the fee difference in terms of a discount for 
non-specialists rather than as a premium for specialists. Since specialists audit a large portion of 
che market in many cases, the fees charged by industry specialists are the norm, not the exception. 
It is more plausible and consistent with business practice that a client will negotiate a discount 
with a supplier than that the supplier can negotiate a premium; further, such a discount is consist- 
ent with the results presented here when the data are partitioned into subsets, as significant fee 
differences apply primarily to those categories of clients that are likely to be most desirable 
from an auditor’s perspective. 

The remainder of this paper is organised as follows. Section 2 provides an overview of the 
prior literature and our motivation for the current study. Section 3 discusses our setting and 
research design. Section 4 describes the sample and results. Section 5 summarises and concludes. 


2. Background and prior literature 


Issues related to auditor specialisation have been studied for many years. Previous studies exam- 
ining audit fees find some evidence of a premium for auditor industry specialisation (at either the 
city or national level, or in some cases both), generally assumed to indicate that clients value an 
auditor with greater expertise in their industry enough to pay more for such services; the issues of 
market power and related premiums have also been considered and not ruled out. 

The argument for the existence of specialist premiums most commonly presented in prior 
research is that clients hire specialist auditors because of their superior reputation. Under this 
argument, clients by their choice of a specialist auditor provide a signal of the quality of their 
reporting, which may lead to other benefits such as a lowered cost of capital. Researchers (e.g. 
Watts and Zimmerman 1986) argue that the demand for auditing services arises from conflicts 
of interest among managers, creditors and outside shareholders. Given the existence of such 
agency issues, managers and entrepreneurs have incentives to reduce agency costs through 
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high-quality monitoring. Titman and Trueman (1986) presenta model wherein firms with favour- 
able information signal their quality by selecting auditors that are costly, but that provide rela- 
tively more precise information about the firms’ final cash flows. In the context of these 
theories, a specialist auditor fee premium could be interpreted as the price paid, by clients signal- 
ling their quality, for an auditor of superior reputation. If the reputation theory is the dominant 
reason for the choice of industry specialists, we predict that fee premiums would be more 
likely if the client firm is concerned about agency issues, is in the public eye, or is planning to 
enter the public debt or equity markets in the near future. 

. Auditors also have incentives to develop a superior reputation. Prior studies (Mayhew and 
Wilkins 2003, Casterella et al. 2004) have applied the model from Porter (1985) to suggest 
that auditors have incentives to specialise in order to offer a differentiated product or service 
and to establish themselves as high-quality providers. They then strive to create a competitive 
advantage in the market for audit services over non-specialist auditors through one of several 
channels: recognition of their superior reputation, cost reductions, value provided in the quality 
of advisory services and assurance or monitoring, or some combination of these. Mayhew and 
Wilkins (2003) and Cahan et al. (2008) present arguments that these investments are most ben- 
eficial in offering services to a fairly homogeneous group of clients such as same-industry firms. 

Fee premiums could also suggest monopoly pricing due to the market power of the small 
number of large audit firms. The issue of whether higher audit fees represent higher quality or 
market power has been present in the literature since its inception (see, for example, Simunic 
1980) and probably cannot be completely resolved since both effects are likely to apply simul- 
taneously. That is, desirable clients (larger, less risky companies) choose desirable audit firms 
(industry specialists). These clients may demand some level of higher audit quality, but the 
auditor is also in a position to extract a rent for that service. These clients could choose a non- 
specialist auditor and avoid the ‘monopoly’ rent, but in that case cannot obtain the differentiated 
service. The use of a differentiated service to achieve market power is part of the strategy of being 
a specialist supplier. 

Another possible reason for choosing a specialist is that clients believe specialist auditors to 
provide superior services in other dimensions such as advice offered during the course of the 
audit. In their survey of the 500 fastest-growing private companies in America, Addams ef al. 
(1996): found the following to be the highest and second highest ranked factors in auditor 
choice: (1) personal relationships, including the relationship between the CPA firm's key 
people and the company's key decision-makers, as well as confidence in the audit firm; and (2) 
technical expertise, made up of the quality of the technical expertise of the assigned team and 
technical expertise in accounting as well as industry-specific experience. Addams et al. (1996) 
have suggested that client firms were more motivated in choosing or switching auditors by 
their perception of the auditors' helpfulness in addressing company concerns (e.g. helping the 
company grow, foreseeing problems, understanding the client's business) than by audit fees or 
by their perception of the auditors’ reputation or professionalism. Beattie and Fearnley (1995) 
also found that the ‘quality of working relationship with partner’ ranked third highest in impor- 
tance of factors that clients consider in choosing auditors and that *guidance on accounting! and 
‘advice to management’ also ranked highly. If these relationship and expertise aspects play an 
important role in the hiring of specialist auditors, we would expect that smaller clients would 
be more likely to benefit, and hence to pay fee premiums, than larger clients with their own 
staffs of experts. 

Another feasible КҮС for why clients choose specialists is that specialist TN 
experience economies of scale in auditing clients in the industries of expertise (e.g. regulated 
industries) and may pass a portion of these economies on to their client firms (see Eichenseher 
and Danos 1981, Danos and Eichenseher 1982). In this case, clients might actually benefit by 
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hiring a specialist auditor without paying a fee premium and, in fact, could enjoy a fee discount. 
If we present evidence of no fee premiums (or of discounts) to specialist auditors in our setting, 
we would conclude that our results are most consistent with the economies of scale argument. It 
may also be the case that certain clients pay a fee premium because they receive valuable advice 
along with the audit. This view will be supported if smaller firms are associated with fee 
premiums. 

We also consider an additional explanation: the possibility that auditors will offer more 
favourable pricing to more attractive clients, which include large or growing clients and low- 
risk clients. It is possible that (a) premiums for specialisation generally apply, but (b) these 
premiums are particularly evident for desirable groups of clients, as non-specialists must offer 
lower fees to attract these clients, creating a significant differential in pricing by specialists and 
ron-specialists. The advantages to the clients of specialists enable specialist auditors to attract 
these clients without yielding to competitive pressure to lower negotiated prices. Whether 
these pricing differentials are viewed as premiums earned by specialists or as discounts offered 
by non-specialists is discussed further later in this paper. 

The existence of specialisation by auditors is well accepted and has been demonstrated by 
Kwon (1996), Hogan and Jeter (1999), Pong (1999) and Bigus and Zimmermann (2008). 
Carson (2009, p. 356) shows that each of the Big 4 firms refers on its website to its use of industry 
specialist audit teams. 

The effect of specialisation is less clear. Studies of the effect of specialisation on audit fees 
have examined a wide variety of settings and have had very mixed results. There are 15 
studies reporting a premium; five reporting a discount; nine finding that there is no significant 
association;® and three in which the results are mixed depending on other factors.” Many of the 
studies also include some additional mixed results. 

Researchers have examined a wide variety of different markets for audit services in order to 
establish the conditions under which a premium is found. These include different countries (USA, 
Australia, Hong Kong, UK, Canada) and specialised markets such as financial institutions, muni- 
cipalities and pension plans. It continues to be valuable to extend the range of settings in which 
specialisation may or may not have an effect on audit fees, for example, to New Zealand. (The 
New Zealand setting has many advantages, as discussed in the previous section.) 

Empirical studies on this topic commenced with Simunic (1980). Simunic (1980, p. 167) 
argued that the audit fee is determined by the quantity of auditing and the price per unit of audit- 
ing; that price is determined by competition in the market; and where there is monopoly pricing, 
audit fees will be higher. However, Simunic (1980, p. 188) noted that product differentiation may 
also take place and that the differentiating factor would be the visibility and brand name recog- 
nition of the Big 8 auditors. Francis (1984, p. 135) extended Simunic's testing (1980) and further 
developed the arguments that the Big 8 firms have invested in developing brand name capital and 
that they receive higher fees because their audits are recognised as being of higher quality. Palm- 
rose (1986, p. 104) further tested this issue and introduced industry specialisation (using market 
share as a measure) as a possible determinant of fees. She found a Big 8 fee premium, but no evi- 
dence of a fee premium based on industry specialist categorisations. Because the Big 8 audits 
were associated with greater audit hours, she interpreted her results to be more consistent with 
higher quality than with monopoly pricing. 

Using Australian data, Craswell et al. (1995) found that industry specialist Big 8 auditors earn 
a premium over non-specialist Big 8 auditors (Craswell et al. 1995, р. 297). However, their results 
are quite sensitive to the percentage market share used for the cut-off in their definition of special- 
isation. The issue was revisited by Ferguson and Stokes (2002) who found that, in the same 
setting, a premium for specialisation no longer applied after the mergers that reduced the Big 6 
firms to the Big 5. 
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Another issue of long standing in the literature is whether audit firm premiums apply tó 
specialisation at the national level or the local level. This issue relates to the network externalities 
achieved by large firms and the types of knowledge that is valuable to auditors. Ferguson et al. 
(2003, p. 432) suggest that two views are possible — it is possible that expertise is captured bv 
the firms as a whole and that expertise can be transferred by training, audit programmes, 
travel, knowledge management systems, video-conferences or contact between partners and 
experts. It is also arguable that deep knowledge resides in individuals and is limited to specific 
engagements in which individuals work (Ferguson et al. 2003, р. 433). Francis et al. (2005, 
р. 114) argue on the basis of their results that expertise is ‘neither strictly local nor strictly 
national’. Carson (2009, p. 357) divides industry-based knowledge into tacit knowledge — 
which is intangible, including know-how, experience and motivation — and codified knowledge, 
which can be recorded and made accessible to others. 

Using Australian data, Ferguson et al. (2003) found no premium for specialisation at a 
national level, but a significant premium for being a specialist at both the city level and the 
national level. Subsequent studies by Francis ef al. (2005), using US data, and Basioudis and 
Francis (2007), using UK data, further examined this issue. Francis et al. (2005) found premiums 
for specialisation at a city level but not a national level alone. Basioudis and Francis (2007) found 
premiums only at the local level. These studies (and some others) suggest that specialist industry 
expertise may reside at the city or even at the individual audit team level (Ferguson et al. 2003, 
Carcello and Nagy 2004, Francis et al. 2005). Since there are arguments for both national and 
city-level expertise being valuable, and mixed results, this is an issue worthy of further 
examination. | 

There is also evidence that specialist auditors (and their clients) benefit from more effective 
audits. Low (2004), for example, finds that specialist auditors are more flexible and quicker to 
adjust to needed changes in audit programmes inherited from predecessor auditors. Owhoso 
et al. (2002) present evidence that members of specialist teams are more effective and work in 
a more complimentary fashion to detect errors than non-specialist teams. Krishnan (2003) finds 
that industry specialist auditors mitigate earnings management more than non-specialists. Dunn 
and Mayhew (2004) find industry specialist auditors are associated with higher disclosure quality. 

Several studies have examined whether specialist premiums apply to large audit clients only, 
small clients only, or both. The premium in the Australian market found by Craswell et al. (1995) 
applied only to clients larger than the median. Similar results were reported by Ferguson and 
Stokes (2002) and Ferguson et al. (2003). Results in US studies are mixed. Although some 
recent studies in the USA (Casterella et al. 2004, Huang et al. 2007) report a premium that 
applies only to clients that are smaller than the median, Francis et al. (2005) found that premiums 
were larger for large clients. Casterella et al. (2004) suggest that large influential clients are able to 
negotiate a reduced fee premium. A more recent Australian study (Carson and Fargher 2007) 
again finds that the premium applies to large (and medium-sized) companies but not to small 
companies. 

Although much of the previous literature documents the existence of specialist premiums, the 
evidence remains mixed. The issue of why clients choose a specialist auditor, often at a higher 
cost, continues to be interesting and worthy of further examination. Among the reasons for incon- 
sistent results from prior studies are the following: the effect of banks and mining companies;!° 
the variety of settings and periods examined;'! model specification;'* variation in the applied defi- 
nition of a specialist.’? Significant gaps in this body of literature suggest the need for further study 
related to: how widespread premiums are internationally; whether premiums are paid for special- 
isation as identified at the national or the local level; and why certain types of firms are (or are not) 
willing to pay a fee premium for their choice of a specialist auditor. Our New Zealand setting 
provides an opportunity to further examine some of these outstanding issues. 
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3. Motivation and research design 
31. New Zealand setting 


The audit market in New Zealand offers the advantage of being sufficiently similar to markets in 
the USA and other Western countries to allow comparable tests to be carried out and yet different 
enough to draw distinctions that allow new knowledge to be gleaned. This setting has been exam- 
ined in previous studies (e.g. Johnson et al. 1995, Baskerville and Hay 2006). Here too, the Big 4 
firms dominate the market for audit services. Audit fees are a function of client size, risk and com- 
plexity, similar to pricing in other Western countries. The market for audit services in New 
zealand is also similar in terms of legal requirements and auditing standards to that in other 
countries examined in previous auditor specialisation research. As in other countries examined 
in prior studies, auditors are concerned about liability issues and the effect of recent scandals 
and reforms, although perhaps to a lesser extent. 

The country is relatively small. The economy is dominated by the largest city (Auckland) and 
the capital (Wellington).!^ In this regard, New Zealand is similar to Australia, where 84% of listed 
companies have their headquarters in three cities (Francis et al. 2005). Because of this relatively 
small size, New Zealand provides an advantageous environment for auditor specialist research 
with the potential for a clear-cut test of the explanations discussed. Our setting of New 
Zealand firms appears to be comparable to that of Ferguson et al. (2003) and is in fact even 
more centralised and less geographically dispersed than the Australian audit market. Hence, 
the transferability of expertise across offices would appear to be relatively easy, suggesting the 
possibility that national leadership alone might be sufficient in our setting to justify a specialist 
premium. 

In New Zealand, many major companies are unlisted, but their financial reports are available. 
Dur data were collected for the top 200 companies in New Zealand, drawn from an annual Top 
200 list published in Management (New Zealand) magazine.!? In addition to listed companies, the 
data include subsidiaries of overseas companies, co-operatives and companies owned by central 
and local government. !” This study also offers the advantage of data for both listed and unlisted 
companies, enabling us to examine differences in specialisation choices and fees between those 
groups. 

Because New Zealand has a smaller market for audit services and a smaller number of major 
cities, there is more opportunity to transfer audit expertise between offices, providing a stronger 
test of the issue of specialisation. Our New Zealand data include a larger part of the market for 
audit services, as subsidiaries of overseas companies are included, unlike most prior studies. 
'Thus, we can consider whether specialisation affects these companies differently. Other entities 
apart from listed companies are also included, for example, unlisted companies, privately 
owned companies and co-operatives. Including all of these entities as well as listed companies 
allows a more accurate measure of which firms are the specialists in an industry. Including a 
broader range of entities also allows us to segment the data and conduct tests of whether the differ- 
ent categories are affected differently. Audit fee specialist premiums have been examined in a 
wide variety of settings in previous studies. The New Zealand setting expands that range, as 
well as offering the advantages summarised above. 


3.2. Model specification 


Most studies examining the existence (or non-existence) of a specialist fee premium estimate 
some variation of the following OLS regression (see, e.g. Ferguson et al. 2003): 


Е; = В.Х; + SPEC; + ei (1) 
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where F; is the audit fee; SPEC; is an indicator variable that takes the value 1, if the actual: auditor 
is deemed a specialist auditor, and 0 otherwise. The remaining explanatory variables (X;) capture 
other client and auditor characteristics that affect fees. A significant positive coefficient for у in 
the above model is generally interpreted as evidence consistent with the existence of a specialist 
fee premium. We perform the following OLS regression to ensure comparability with the results 
of prior studies on auditor specialisation: 


LAF = Ву + ВТА + f,SSUB + 8, САТА + B,QUICK + B,DEBTTA + BROA 


+ B;FOREIGN + BLOSS + y SPEC + = e 
where: 
LAF — log of audit fees (in thousands of dollars); 
LTA — log of total assets (in millions of dollars); 
SSUB — square root of the number of subsidiaries; 
CATA = current assets to total assets; 
QUICK . — quick ratio; 
DEBTTA — debt to total assets; 
КОА = return on assets computed as earnings before interest and 
| 4 taxes divided by total assets; 
FOREIGN = percentage of foreign assets; 
LOSS = indicator variable for presence of a сштепі-уеаг loss; 


SPEC = indicator variable(s) for measures of specialisation. 
| 


These variables are based on those used in previous studies. CATA as a measure of complexity 
has been widely used in recent studies (e.g. Ferguson et al. 2003, Francis et al. 2005, Basioudis 
and Francis 2007, Carson 2009) and captures the more complicated audit procedures used for 
current assets such as inventory and receivables. QUICK is a measure of liquidity risk and is 
also widely used in previous studies (e.g. Ferguson et al. 2003, Francis et al. 2005, Basioudis 
and Francis:2007, Carson 2009). Some studies use the proportion of foreign to total subsidiaries 
as a proxy for the greater complexity caused by having international activities (Ferguson et al. 
2003), or the proportion of foreign sales (Francis et al. 2005, Basioudis and Francis 2007), or 
до по! include a measure for foreign activities (Carson 2009). We consider that the proportion 
of foreign assets more accurately measures the proportion of an entity’s operations that are over- 
seas and more complex to audit. - 

Alternative models are estimated using national-level specialist measures, city-level specialist 
measures and both. Consistent with Francis et al. (2005), a specialist auditor is identified as the 
audit firm: with the largest market share in each industry. Alternative criteria are also applied, 
including designating both the first and second-ranked market leaders as specialists. Client 
firms are classified using the New Zealand Stock Exchange industry classification (NZX). We 
apply. an alternative industry classification, the Australian and New Zealand Industry Classifi- 
cation (ANZSIC) as a sensitivity test.'? By measuring specialisation at different levels (national 
уз. city), we provide insight into whether both designations are needed in our setting for special- 
ists to earn fee premiums, or whether one is sufficient (and, if so, which designation is needed). 
For consistency with prior studies, we exclude companies audited by non-Big 4 audit firms. We 
do, however, conduct sensitivity tests of results with them included. 

: In addition, we estimate the models for several subsets of our sample firms in order to dis- 
tinguish among the various explanations laid out in Section 2 of this-paper. In addition to all 
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New Zealand Top 200 companies in 2003 plus listed firms outside the Top 200, we examine the 
following subsets: relatively large firms (in the top half of the Top 200); relatively small firms 
(outside the top half of the Top 200); listed companies; unlisted companies; growth firms 
Ghose that have improved their ranking in the Top 200 by 10 places or more); non-growth 
firms; firms in relatively high-risk industries (proxied by industry volatility); firms in lower 
risk industries; firms that are subsidiaries of overseas companies; and firms that are not subsidi- 
aries of overseas companies. 

In addition to partitioning on size and listing status, we also partition our sample on growth 
and risk levels. Audit fees might also be affected by choices by the audit firm. For example, it may 
be that audit firms view growth clients and low-risk clients more favourably, and are willing to 
negotiate a lower fee for them; and it may also be the case that higher risk firms are charged 
higher fees, as suggested in prior literature starting with Simunic (1980). To consider the possi- 
bility that specialist auditors are influenced by a firm’s growth and willing to offer a discount to 
attract firms with demonstrated recent growth, we partition by documented changes in ranking (in 
the top 200 firms) during the past year. We also conjecture that the expected volatility in a firm’s 
revenues (associated with future litigation potential) might lead its auditor to charge a fee 
premium; hence, we partition the sample by the volatility of the industry’s revenues as a proxy 
for litigation risk. As an alternative means of differentiating between high and low-risk firms, 
we use firm-specific measures based on losses, debt and liquidity. Finally, we partition by a 
firm’s status as a subsidiary of another company. Data for subsidiaries of overseas companies 
have been unavailable in many prior studies on specialisation. We are interested in learning 
whether subsidiaries are priced differently from non-subsidiaries with respect to fee premiums 
(as subsidiaries have less freedom of choice of auditor). These subdivisions of the data allow 
us to examine which of the explanations for a premium is most consistent with the observations. 


3.3. Self-selection issues 


The above OLS regression should allow for valid inferences if self-selection issues are not preva- 
lent. However, as pointed out in Chaney ef al. (2004), companies are not randomly assigned to 
audit firms, but select their auditors. The client and audit firm characteristics that affect auditor 
choice may be similar to the variables in our fee models. Some analytical studies, including 
Titman and Trueman (1986) and Hogan (1997), develop theoretical models to explore the self- 
selection of auditors by clients. In these models, clients with favourable private information 
choose higher quality auditors despite higher costs. From an econometric perspective, self-selec- 
tion introduces a bias in the standard OLS regressions. The self-selection problem arises because 
fees are observable only after a firm has chosen its auditor, while the fees under an alternative 
auditor choice remain unobserved. This causes the expected error in the standard OLS specifica- 
tion of audit fees to be non-zero and the auditor choice (specialisation) variable to be endogenous. 
However, Lennox and Francis (2008, p. 1) suggest that there are pitfalls in such an approach. 
They demonstrate that the selection model can yield quite literally any possible outcome in 
response to minor changes in model specification. Clatworthy et al. (2009, p. 139) also note 
that self-selection models are highly sensitive to changes in model specification, and that ‘con- 
clusions of the premium vanishing when selection bias is controlled for appear premature". It 
is very much an unresolved question as to whether self-selection effects make a difference. 

To address the self-selection issue, we first estimate separate models for clients of specialist 
and non-specialist auditors. This enables us to consider one of the arguments advanced by Chaney 
et al. (2004), namely, that slope coefficients on complexity, size and risk might be smaller for 
higher quality auditors, while the intercept should reflect higher fixed costs to recoup the 
greater investment in specialisation training. We then apply a treatment effects model using 
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Maximum Likelihood Estimation to our sample. In the first equation, we predict the choice of a 
specialist auditor using the same variables as in our fee Equation (1), with the exception that we 
add a variable for log of non-audit fees and we exclude the Big 4 variable (as all city leaders are 
Big 4 auditors). In the second equation, we predict fees. We perform a test, using the treatment 
effects model, to assess whether self-selection is a concern. 


4. Results 
4.1. Sample and descriptive statistics 


Our sample consists of New Zealand companies in 2003. The list of the Top 200 companies pub- 
lished in Management magazine was used, supplemented by data from the remaining listed com- 
panies not in the Top 200. After excluding observations with incomplete data, we are left with 222 
observations. 

Table 1 summarises our industry specialist data at the national level and lists the industry 
leaders, as well as the second, third and fourth-ranked auditors based on audit fees. The 
overall market leader across all New Zealand industries is PwC with 34% of total audit fees, fol- 
lowed by KPMG with 3096. When firms with only one client in an industry sector are excluded, 
city specialists exist in Auckland and Wellington, but not Christchurch, Dunedin or any other city. 
Auckland has a specialist in each of the NZX industry codes, while Wellington has a specialist in 
11 of 16 codes. The city specialist is an audit firm different from the national specialist in 9 of 27 
cases. The extent of concentration varies considerably, although the market leader has more than 
half of the total market share in 8 out of 16 industries. There are small numbers of companies in 
some industries and we conduct sensitivity tests to consider whether their inclusion affects our 
results. 

Descriptive statistics for our continuous variables and frequencies for our indicator variables 
and subset components are reported in Table 2. Big 4 audit firms are chosen by 8896 of companies, 
while 34% are audited by the national market leader for that industry and 32% by the city leader. 
The ranges and distributions of the values of the variables are approximately as expected, based 
on those reported in prior studies. Not surprisingly, the companies in our study are smaller than 
those in the US study by Francis et al. (2005), with mean assets of $475 million compared to 
$1912 million. The other independent variables are comparable to those of Ferguson et al. 
(2003) and Francis et al. (2005). 


4.2. OLS regression results 


The audit fee model discussed previously is next estimated for our entire sample and then for 
various subsets of the data. After excluding companies in the finance industry, clients of non- 
Big 4 auditors and firms in industries with limited observations (fewer than five companies 
nationally or three in a city), our sample is reduced to 179 for the national specialist designation 
and to 174 for the city-level designation. 

Results are presented in Table 3. Alternative models were run using national-level specialist 
measures, city-level specialist measures and both. As previously mentioned, we also used two 
alternative industry coding schemes: the New Zealand Stock Exchange industry classification 
(NZX) and the Australian and New Zealand Standard Industry Classification. (ANZSIC). 
Reported results are based on the NZX шу classification, but results using ANZSIC аге 
qualitatively similar. 

Overall, we find that: (1) there are no ditior devel premiums; 0) there are statistically sig- 
nificant city-level premiums; (3)-when both city and national specialist designations are included, 
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Table 2. Descriptive statistics (и = 222). 





Mean Median Std. dev. Minimum Maximum 
Univariate 
AF 180.38 77.50 363.04 4.00 3000.00 
LAF 4.43 4.35 1.18 1.39 8.01 
TA 475 115 1163 6.6 10,746 
LTA 11.58 11.65 1.91 4.19 16.19 
SUB 5.77 3.00 7.06 0.00 40.00 
SSUB 1.93 1.73 1.43 0.00 6.32 
CATA 0.44 0.45 0.29 0.00 1.00 
QUICK 2.93 1.09 9.21 0.04 85.95 
DEBTTA 0.20 0.12 0.24 0.00 1.49 
ROA —0.20 0.08 3.88 — 57.62 1.42 
FOREIGN 0.04 0.00 0.13 0.00 0.79 
Frequencies Number Per cent 
LOSS 65 29% 
BIG 4 195 88% 
GROWTH 48 22% 
LISTED 120 54% 
HIGHRISK. 75 34% 
SUBOS 75 34% 
Specialisation Number Per cent of audits Per cent of fees 
Clients of national specialists (market leader) ь 15 34% 54% 
Clients of city specialists (market leader) 70 32% 57% 
Clients of national and city leader? 56 25% 50% 





Note: AF = audit fees in thousands of dollars; LAF = log of audit fees (in thousands of dollars); TA = total assets (in 
millions of dollars); LTA = log of total assets (in millions of dollars); SUB = number of subsidiaries; SSUB = square root 
of the number of subsidiaries; CATA = current assets to total assets; QUICK = quick ratio; DEBTTA = debt to total 
assets; ROA = return on assets computed as EBIT to total assets; FOREIGN = percentage of foreign assets; LOSS = 
] if firm incurred a current year loss; 0 otherwisc; BIG 4 = 1 if Big 4 auditor; 0 otherwise; GROWTH = 1 if 
company improved by at least 10 places in the Top 200 list; 0 otherwise; LISTED = 1 if firm had equity or debt 
securities listed on the NZ Stock Exchange; 0 otherwise; HIGHRISK = 1 if company was in the following industry 
categories: Agriculture & Fishing; Mining; Forestry; Building; Leisure & Tourism; Other Services; Investment; 0 
otherwise; SUBOS = 1 if company was a subsidiary of an overseas company; 0 otherwise. 

"These 56 firms are also included in the numbers above for national and city specialist, respectively. 


there is no greater premium than that earned for the city designation alone. Table 3 makes a con- 
tribution by showing results in this setting that are comparable to those in previous studies of 
auditor specialisation at the national level and city levels, for example, Ferguson et al. (2003), 
Francis et al. (2005) and Basioudis and Francis (2007). The coefficient on city specialist is 
0.345, with a 95% confidence interval of between 0.215 and 0.475. The discount offered by a 
non-specialist can be computed to be between 19.3 and 37.8% or between $35,000 and 
$68,000 based on the mean audit fee. These estimates appear quite plausible, as discounts 
smaller than this are unlikely to provide much inducement to a client, while discounts much 
larger than this are unlikely to be viable. A variety of sensitivity tests are described in the follow- 
ing sub-sections of this paper. 

We also examine specialisation using other market share measures including total fees (audit 
fees plus non-audit fees); total client size measured by assets; number of clients; and we have also 
examined the issue of portfolio specialists. Most measures give very similar results, which is not 
surprising since the measures proxy for the same underlying construct. However, measures using 
number of clients are quite different from other market share measures, as these measures will 
capture auditors who have a large number of small clients as opposed to the larger clients in 
an industry. Specialist measures using audit fees and client size are very highly correlated with 
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Table 3. . Audit fee models for national leader, city leader and combinations, (excluding finance industry, 
non-Big,4 audits and industries with limited observations’). 


Model 1 Model 2 Model 3 
t t- t- 
Estimate statistic Prob. Estimate statistic Prob. Estimate statistic Prob. 

Constant —2.558 —5.386 0.000 —2.406 —5.197 0.000 —2.402 — 5.251 0.000 
ГТА 0.532 13.742 0.000 0.514 14.141 0.000 0.516 14.362 0.000 
SSUB 0.153 3.518 0.001 0.149 3.713 0.000 0.157 3.954 0.000 
CATA ` 0.956 4.775 0.000 0.899 4.408 0.000 0.919 4.558 0.000 
QUICK —0.012 —2.446 0.015 —0.010 —1.680 0.095 —0.011 ~ 1.825 0.070 
DEBTTA 0.054 0224 0.823 0.042 0.182 0.856 0.043 0.188 0.851 
ROA —0.034 —2.805 0.006 —0.034 —2.867 0.005 —0.033 2.849 0.005 
FOREIGN 1.009 2.552 0.012 0.907 2.180 0.031 0.892 2.158 0.032 
LOSS 0.259 2.127 0.035 0.249 2.097 0.038 0.240 2.041 0.043 
SPEC measured by: 
National leader 0.055 0.542 0.588 
City leader 0.345 5.197 0.000 
National and city А 0.246 2.243 0.026 

leader 
National but not city —0.291 —1.735 0.085 

leader 
City but not national 0.696 2.868 0.005 

leader 
F-statistic 40 0.000 42 0.000 36 0.000 
Adjusted R? 0.685 0.683 0.691 
Sample size 179 174 174 


Note: -Two-tailed tests. Dependent variable; = log of audit fees (in thousands of dollars); LTA = log of total assets (in 
millions of dollars); SSUB = square root of the number of subsidiaries; CATA = current assets to total assets; 
QUICK = quick ratio; DEBTTA = debt to total assets; ROA = return on assets computed as EBIT to total assets; 
FOREIGN = percentage of foreign assets; LOSS = | if current-year loss occurred; 0 otherwise; SPEC measures; 
National leader = 1 if auditor is national-level industry market leader; 0 otherwise City leader = | if auditor is city- 
level industry market leader; 0 otherwise; National and city leader = 1 if auditor is national-level and city-level 
industry market leader; 0 otherwise; National but not city leader = 1 if auditor is national-level industry market leader 
but not city-level industry market leader; 0 otherwise; City but not national leader = | if auditor is city-levcl industry 
market leader but not national-level industry market leader; 0 otherwise; 

"Fewer than five companies nationally or less than three in a city. 


each other. National specialist measured by audit fees is correlated at 0.931 with national special- 
ist measured by client size. City specialist by audit fees and city specialist by client size are cor- 
related.at 0.930. The portfolio industry specialist measures are correlated with the market share 
measures using audit fees at about 0.451. However, the market share by audit fees is correlated 
with market share by number of clients at 0.216. We conducted a sensitivity test where the 
measure for industry specialists was re-coded using asset size instead of audit fees. The 
leading. audit specialist firm changed in only one industry (forestry). There was по a to 
the significance levels. of the overall audit fee premium results. 

-We examine the suggestion that some audit firms are portfolio specialists who concentrate 
their effort in a particular industry, whether or not they have a large market share relative to 
other. audit firms (raised by Neal and Riley 2004, p. 170). We found that (a) industry portfolio 
specialists.are not the same as market share specialists. but nevertheless, (b) the audit fee 
effects.from being a portfolio specialist are similar to those from being a market share specialist. 
Examining the industries in which each ofthe Big 4 has a large concentration of clients shows.that 
there are some differences between this measure and the market share measures. For example, 
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Ernst & Young has its largest specialisation in industry code A03 Forestry, although it is only the 
third-ranked firm by market share in this industry. However, in many other cases the firm with the 
leading market share is also a portfolio specialist.? We also conduct fee tests using the portfolio 
specialist measures in place of the market share specialist measures. The results parallel those in 
prior testing — there are premiums for city-level portfolio specialists but not national-level port- 
folio specialists.2°?! 

Table 4 examines the results broken down by categories. It summarises the results of our esti- 
mation of all models for the following 10 subsets of data listed below (as well as for the entire 
sample). In each case the model stated above in Equation (2) is estimated separately in order 
to assess whether specialisation is associated with higher or lower fees for that subset. 


• Larger companies in the top 100 of the Top 200 list?” 

• Smaller companies outside the top 100 of the Top 200 list 

• Listed companies 

e Unlisted companies 

* Growth companies (those that improved their ranking in the Top 200 list by 10 places or 
more in the past year) 

« Non-growth companies 

• Higher risk companies (in relatively volatile industries based on the variability of reported 
revenues)? 

• Lower risk companies 

® Subsidiaries of overseas companies 

• Not subsidiaries of overseas companies. 


Panel A of Table 4, which summarises our results designating specialists only at the national 
level, reveals no significant coefficients on the specialist variable. Panel B, in direct contrast, 
reveals evidence of significant audit fee premiums for city-level specialists for the full sample 
and for all subsets except for small clients and high-risk clients. Thus, the results from Table 3 
are further substantiated in Table 4 with respect to the importance of city-level specialist desig- 
nation vs. national in our setting. The contribution of Table 4 is its breakdown of the results 
into subsets of clients and giving evidence that premiums apply to certain categories of clients. 
This allows us to develop arguments about the premiums or discounts. 

To analyse the implications of the subset analysis, let us focus first on the subsets with signifi- 
cant premiums in Panel B. We find evidence of specialist premiums at the city level for large 
clients, for both listed and unlisted companies, both for clients which have demonstrated 
growth over the past year and clients which have not, for low-risk firms and both for companies 
that are subsidiaries of overseas companies and companies that are not. We find no evidence of fee 
premiums to specialist auditors of smaller clients or high-risk firms (after controlling for risk, 
complexity, etc. in the pricing model). In interpreting these results, we now focus on those 
subsets where fee premiums appear to be absent. If we keep in mind that each subset is 
formed based on a single dimension (unlisted, for example, includes firms of all sizes and vola- 
tility levels), then we realise that the most interesting finding is that small firms and high-risk firms 
appear to be the only categories where specialist auditors are not charging more tban non- 
specialists. | 

A plausible interpretation of this result is that non-specialist auditors are forced to offer а fee 
discount to attract those clients that are most desirable because of their larger size (which trans- 
lates into greater audit fees) or their low propensity for litigation, as indicated by relatively stable 
revenues in their respective industries (lowered risk or volatility). Under this explanation, what 
we observe can be perceived simultaneously as a premium for specialists and as a discount to 
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Table4: Coefficient and significance levels'of specialisation variable in subset tests: sample partitioned by 
size, listing status, demonstrated growth, risk or volatility and whether a firm is a subsidiary of another firm. 


Panel A: Models examining national specialist 





National specialist (Model 1) Coefficient Significance 
All companies 0.019 0.840 
Large company subset 0.007 0.963 
Small company subset 0.027 0.831 
Listed company subset 0.050 0.683 
Unlisted company subset — 0.050 0.735 
Growth company subset — 0.268 0.244 
Non-growth company subset 0.069 0.529 
Higher risk company subset 0.020 0.927 
Lower risk company subset 0.000 0.999 
Subsidiary of overseas company subset 0.042 0.816 
Non-subsidiary of overseas company subset 0.070 0.527 


Panel B: Models examining city specialist 
NZX city (Model 2) Coefficient Significance 


All companies 0.345 0.001 *** 
Large company subset 0.559 0.000 *** 
Small company subset 0.174 0.244 
Listed company subset : 0.299 0.017 ** 
Unlisted company subset 0.374 0.030 ** 
Growth company subset 0.462 0.082 * 
Non-growth company subset 0.329 0.005 *** 
Higher risk company subset 0.304 0.150 
Lower risk'company subset 0.413 0.00] *** 
Subsidiary of overseas company subset 0.465 0.022 ** 
Non-subsidiary of overseas company subset 0.327 0.008 *** 


Notes: ***Significant at p < 0.01; **significant at p < 0.05; “significant at p < 0.1. 
Tables report coefficient and significance levels of coefficient on auditor specialisation (SPEC) in this model for each 
subset of data: 


ТАЕ = By + Bı LTA + BSSUB + B;CATA + B,QUICK + B;DEBTTA + В ВОА + B;FOREIGN 
+ BLOSS + B,SPEC + г 


‘National’ indicates specialist defined as leading firm at national level; ‘City’ at the city level. 
Companies in finance industry categories excluded. 


Large . Companies in top 100 of the Top 200 list 

Small Companies outside the top 100 of the Top 200 list 

Listed Listed companies and debt issuers 

Unlisted - Others 

Growth Companies that had improved their ranking in the Top 200 list by 10 places or 

more 

Non-growth Others 

High-risk Companies in the following industry categories: Mining; Forestry; Building; 
; | Leisure & Tourism; Other Services; Investment 

Low-risk Others 

Subsidiary of overseas Companies that were subsidiaries of overseas companies 


Non-subsidiary of overscas Others 
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non-specialists (since a specialist fee premium is defined as an increment paid to specialists above 
the fee paid to non-specialists after controlling for risk, size and complexity). In contrast, even the 
most desirable clients are not able to negotiate fees as successfully with auditors who have differ- 
entiated themselves via industry specialisation. Our finding that listing status does not appear to 
affect the pricing or bargaining power in the same manner as client size or industry risk is con- 
sistent with at least two interpretations. One possibility is that listing status does not capture 
the risk to the auditor in our setting as effectively as a proxy based on the volatility of revenues 
in the client’s industry. Another is that listed firms tend to self-select specialist auditors. To con- 
sider this second possibility, along with other self-selection and sensitivity issues, we next 
perform a series of robustness tests. 


4.3. Self-selection and other robustness issues 


Тће above OLS regression should allow for valid inferences if self-selection issues are not preva- 
lent. However, as pointed out in Chaney et al. (2004), companies are not randomly assigned to 
audit firms, but select their auditors. The client and audit firm characteristics that affect auditor 
choice may be similar to the variables in our fee models. Chaney et al. (2004) suggest that Big 4 
firms have higher fixed costs due to more extensive staff training, investments in technology, 
etc., but lower variable costs relative to non-Big 4 auditors. Thus, it seems reasonable to conjec- 
zure that a similar issue might apply to specialists compared to non-specialist auditors and this is 
consistent with the arguments presented by Craswell et al. (1995). As a simple approach to 
dealing with this issue, we estimate separate models for clients of specialist and non-specialist 
auditors and test for differences between them. Table 5 presents our audit fee models estimated 
separately for the clients of specialists and non-specialists. We present auditor specialisation 
here measured at the city level, since those results are most significant in prior tests. 

The results presented in Panel A of Table 5 suggest that there could be some differences in 
zoefficients between the models for our sample. However, as the F-tests reported in Panel B of 
Table 5 reveal, the significant difference is due to differences in the intercepts between the special- 
ist and non-specialist samples. The slope coefficients are not significantly different between the 
two samples. Thus, these results provide some assurance that the use of OLS regressions is not 
problematic with respect to differences in fee models between clients of specialist and non- 
specialist auditors in our setting. 

As a further test of the self-selection issue, we next estimate a treatment effects model predict- 
ing the choice of a specialist or non-specialist auditor in the first equation and audit fees in the 
second 23 The first equation performs poorly at predicting specialist auditors, classifying 71% cor- 
rectly in the overall sample but only 1696 of those choosing specialists. A lack of significance of 
most of the variables in the first equation serves to mitigate our concern that endogeneity of the 
independent variables might be affecting our interpretation of the OLS results. More importantly, 
we find that rho (the correlation between the errors in the two equations) is not significantly differ- 
ent from zero, indicating that self-selection is not a concern in our setting. We further conducted 
tests based on those in Chaney её al. (2004) in which we estimated а probit model, computed 
inverse Mills ratios for each observation and incorporated the inverse Mills ratios in a regression 
model. The coefficient on the inverse Mills ratio is not significant in a model of the overall data or 
in separate models of clients of specialist auditors and non-specialist auditors. Once again we find 
no evidence of self-selection effects. 

As an additional robustness test, we calculate counterfactual audit fees to examine whether 
fees are different for the data broken down by category:? large clients with specialists, large 
clients with non-specialists, then small clients with specialists, small clients with non-specialists, 
listed companies and unlisted companies and so on (details of these models are not reported). 
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Table 5: Models estimated separately for clients of specialists and ‘non-specialists. ` 


Panel А: Regression models of audit fees for clients of city-level specialist and non-specialist auditors 


Specialists Non-specialists 

Estimate t-statistic Prob. Estimate t-statistic Prob. 
Constant —2.072 —2.510 0.016 —2.334 —3.862 0.000 
LTA 0.512 7.958 0.000 0.511 10.780 0.000 
SSUB à 0.194 2.909 0.005 0.128 2.380 0.019 
CATA 1.064 2.558 0.014 0.811 3.263 0.001 
QUICK —0.022 — 0.442 0.661 ' —0.009 — 1.450 0.150 
DEBTTA — 0.084 —0.190 0.850 0.091 0.328 0.743 
ROA —0.016 — 0.030 0.977 —0.034 — 2.718 0.008 
FOREIGN 0.218 0.359 0.721 1.526 2.567 0.012 
LOSS 0.063 0.236 0.815 0.324 2.134 70.035 
F-statistic 18 0.000 24 0.000 
Adjusted R? 0.710 0.614 
Sample size 57 116 


Panel В: F-tests for differences in intercepts and slope coefficients between clients of specialist апа 
non-specialist auditors 


Test 197 F-statistic Sig. 

Joint F-test that all slope coefficients and the intercept are the same across 2.352 0.015 
clients of specialists and non-specialists . 

Joint F-test that all slope coefficients excluding the intercept are the same 1.071 0.386 
across clients of specialists and non-specialists 

F-test that the intercept is the same across clients of specialists and non- 12.569 0.000 
specialists : 


Notes: specialists = auditor is city-level industry market leader; non-specialists = other. LAF = log of audit fees (in 
thousands of dollars) (dependent variable); LTA — log of total assets (in thousands of dollars); SSUB — square root of 
the number of subsidiaries; САТА = current assets to total assets; QUICK = quick ratio; DEBTTA = debt to total 
assets; ROA = rcturn on assets computed as EBIT to total assets; FOREIGN = percentage of foreign assets; LOSS— 
I if current-year loss; 0 otherwise. 


These results again show that specialists charge significantly more (or non-specialists signifi- 
cantly less), regardless of self-selection effects, for the sample overall; for large clients; for 
unlisted companies; and for lower risk companies. These results are generally consistent with 
the models reported earlier in the paper. In summary, we find no evidence of self-selection bias 
in our estimation. We conclude that a two-stage model is not needed in our setting. Thus, in 
our study, self-selection effects are not an important factor. 

We also estimate our models designating both the first and second-ranked market leaders as 
specialists. The second-ranked firms did not earn significant fee premiums in any case and these 
results are not presented. The models were next computed excluding each Big 4 firm, one at a 
time, to ensure that the results are not driven by any one firm. The significance levels remained 
the same in each instance. The results are also robust across the two alternative industry classifi- 
cation schemes and when industries with varying numbers of limited observations are omitted. 

- Additional sensitivity tests include: omitting those industries where the market leader is only 
narrowly.ahead (1596 of less) of the next ranked firm; expanding our sample to include non-Big 
4 clients; and adding a dummy variable to control for higher fees in Auckland, which has higher 
salary costs, on average, than other cities in New Zealand. In all cases, the coefficients and signifi- 
cance levels ofthe various specialisation variables were approximately the same as those presented. 
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We also consider whether the choice of a specialist auditor is affected by a company’s over- 
seas subsidiary status or its status with respect to listing, demonstrated growth or industry risk. 
These tests (not reported) reveal evidence of a significant relation between specialist choice 
and size (significant at p = 0.000 when these other dummy variables are included), suggesting 
that larger firms are more likely to choose specialist auditors. There appears to be no significant 
relation between listing status, growth or risk and the choice of a specialist auditor. 

Our results with respect to the overall level of fee premiums paid at national and city-level 
designations to specialist auditors are similar to those of Francis et al. (2005) and Basioudis 
and Francis (2007) in our finding that premiums exist at the city level, whether or not the firm 
is a specialist at the national level and unlike those of Ferguson et al. (2003), who found that 
both national and city designations were necessary for a premium to be earned. Further, we 
find premiums only for the top-ranked firm, whereas Ferguson et al. (2003) found evidence of 
premiums for the top two firms. 


5. Summary 


In summary, we present strong evidence of fee premiums to city-level specialists in New Zealand 
and no evidence of premiums to national specialists. With respect to client size, prior research has 
produced mixed results, with Casterella et al. (2004) finding that small clients are most likely to 
pay a specialist premium and most other studies including Craswell et al. (1995) presenting evi- 
dence of a specialisation premium only for relatively large clients. Our results are generally con- 
sistent with Craswell et al. (1995) and not with Casterella et al. (2004). We find much stronger 
evidence of specialist fee premiums paid by large clients and weaker, less consistent evidence 
of premiums paid by small clients. In sensitivity testing we use a variety of cut-offs, as well as 
a continuous size variable. Our results are robust for large clients. Thus, we do not find evidence 
that large client firms use their bargaining power to negotiate lower fees, or to negotiate away 
specialist premiums. The evidence suggests instead that large clients may be able to negotiate 
lower fees when their auditor is not a specialist. 

We next turn to our various subsets of firms in an attempt to shed insight into the source or 
nature of specialist fee premiums. In our initial research design, we posited the following as a 
means of distinguishing among alternative explanations: 


(1) Iffee premiums are paid only by the largest clients in our sample, or only by those active 
in the public equity markets, our findings are most consistent with the reputation argu- 
ment. (A premium for large clients only is also consistent with monopoly pricing.) 

(2) If fee premiums are paid only by the smaller clients in our sample, or to those that are 
unlisted but growing rapidly, our findings are most consistent with an advisory role for 
specialist auditors. 

(3) If no fee premiums are paid to specialist auditors (or if discounts are documented), our 
findings are most consistent with economies of scale. 

(4) If fee premiums аге paid to specialist auditors in categories that are the most desirable as 
clients, then our findings are consistent with a premium for quality together with dis- 
counts offered by non-specialists. 


Taken together, our models show that there are strong and consistent city-level premiums for 
the whole sample, for larger companies, for both listed and unlisted companies, for companies 
with or without demonstrated growth, for low-risk companies and for both subsidiaries of over- 
seas companies and non-subsidiaries. There is no evidence of a fee premium paid by high-risk 
companies and smaller companies. The absence of a premium at the national level is generally 
consistent with previous studies. 
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~- These results are quite-clear-in showing that explanations (1) and-(3) are easily ruled out and 
the reputation effect-explanation (number (2)) is supported only to the extent that the larger clients 
in our sample are likely to pay fee premiums. However, premiums are observed for both listed and 
unlisted companies in our setting. Explanation (4) (above) is consistent with the evidence. 

We conclude that, even in. this relatively simple setting, audit fee determination reflects a 
complex interplay of demand and supply factors. Further, our findings suggest that specialist audi- 
tors in New Zealand are not likely to succumb to pressures to lower prices for large clients with 
greater bargaining power. Instead, non-specialists may be forced to offer lower fees to attract the 
most desirable clients, such as larger clients and low-risk clients. Thus, the bargaining power 
shifts. from the auditor to the client in our setting in the case of desirable clients negotiating 
with non-specialist auditors. 


6. Conclusion 


A number of recent research papers examine the impact of industry specialisation by auditors on 
audit fees in a variety of contexts. Some propose that auditors who specialise in an industry are 
able to perform higher quality audits, which are recognised and valued by financial statement 
users and/or by managers to the extent that higher audit fees are warranted and paid to such 
specialists. The evidence to date is, however, mixed with respect to: (a) the existence of a special- 
ist premium; (b) whether such a premium accrues only to national and city-specific specialists, or 
whether one designation is sufficient; and (c) whether large or small client firms are most likely to 
pay such a fee premium. We find that there are premiums at city level; these apply when alterna- 
tive measures of specialisation are used; continue to apply when self-selection is controlled for; 
and apply to portfolio specialists as well as market specialists. Premiums do not apply to all seg- 
ments of the market and the evidence is consistent with the apparent premiums arising because 
non-specialists are forced to offer lower fees to attract desirable clients. 

Our study adds to previous evidence about auditor specialisation. The finding that such pre- 
miums are best captured at the city level in our setting is particularly interesting in light of pre- 
vious research in US and Australian settings. Francis et al. (2005) suggested that: 


since the Big 5 accounting firms have many more offices in the U. S. compared to just a handful in ` 
Australia, it may be more difficult for Big 5 firms in the U. S. to achieve the firm-wide transferability 
of office specific industry expertise and, more generally, to achieve a uniform firm-wide reputation 
across a divergent range of offices. 


Thus, we might have expected to find that transferability (and thus the role of national rather than 
local expertise) would play a more important role in New Zealand, which is heavily concentrated 
relative to the other settings and in which only two cities have auditor industry specialists. Our 
results reflect the opposite, with essentially no fee differences when specialist is defined at the 
national level; this evidence 15. consistent with the US study by Francis et al. (2005) and the 
UK study by Basioudis and Francis (2007), but inconsistent with the Australia-based study by 
Ferguson et al. (2003) where both city and national levels of leadership were needed. 
However, Francis ef al. (2005) acknowledged that their results for city-specific leadership 
(alone) were mixed and inconclusive. Thus, our findings add strength to the argument that 
city-specific industry leadership alone is sufficient. 
-- We also examine the issue of self-selection. While it seems reasonable to argue that auditor 
industry specialists are selected’ by clients for reasons of economic efficiency, and that the 
same variables which determine audit fees might also influence the choice of a specialist-or 
non-specialist, the evidence shows that self-selection does not appear to be a significant issue 
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in our setting. Other sensitivity tests examined alternative measures of specialisation and found 
that these generally do not affect the results. We examined portfolio specialists and found that 
they earn premiums similar to market specialists, that is, at the city level. 

Perhaps our most interesting finding is revealed when we focus on various subsets of firms in 
our effort to provide insight into why firms are willing to pay a fee premium for specialist auditors 
and to eliminate some seemingly feasible explanations. We find consistent evidence of city-level 
premiums for the whole sample, for larger companies and for companies in industries that are 
relatively stable (low-risk companies). There is no evidence of a fee premium paid by listed com- 
panies and limited evidence of premiums paid by smaller companies. Our results suggest that in 
the determination of audit fees, the power shifts to the client when the auditor is a non-specialist 
and the client is relatively large or presents relatively low risk to its auditor. In other words, audi- 
tors without specialist expertise in an industry are forced to offer discounts if they wish to attract 
the most desirable clients; these clients are not able to negotiate fees as successfully with auditors 
who have differentiated themselves via industry specialisation. The clients that choose the non- 
specialist in order to benefit from the ‘discount’ would also forego the differentiated service, 
perhaps because the client is sufficiently strong that it does not need to signal quality or otherwise 
take advantage of the added expertise of a specialist auditor at present. Future research could 
examine changes in market share over a period to assess whether non-specialists who offer a dis- 
count are able to build market share and establish a stronger market position. Such a study might 
also assess changes in audit fees and quality after a switch to or from an industry specialist. 
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Notes 


1. Data availability: data were obtained from publicly available sources as described in the paper. 

2. ‘An additional mechanism through which firms may be able to identify their quality status is through 
establishing industry specialisation. An auditor with more specialist industry expertise is likely to be 
perceived to deliver higher quality audits and the evidence does tend to support the relevance of exper- 
tise as a quality signal’ (FRC 2006, p. 63). 

3. The GAO (2008, p. 21) notes that audit committee chairs of large public companies stated that they 
require an auditor with industry specialisation or expertise and specific industry experience. 

4. The different price level can be perceived as either a premium for specialists or a discount for non- 
specialists; we represent it as a discount for non-specialists because (i) the specialists usually audit 
the majority of the market, so that their fees are the standard rate and (ii) the discounts apply in situ- 
ations where the clients are more attractive and therefore likely to be encouraged by a discount. This 
issue is discussed further later in the paper. 

5. Eichenseher and Danos (1981) and Danos and Eichenseher (1982) suggested that specialist auditors 
may experience economies of scale in auditing clients in the industries of expertise, for example, regu- 
lated industries, suggesting possible specialist discounts. However, more recent studies focus primarily 
on specialist premiums. 

6. Ward et al. (1994), Craswell et al. (1995), Cullinan (1998), Bandyopadhyay and Kao (2001, 2004), 
Ferguson et al. (2003), Casterella et al. (2004), Chen and Wu (2004), Boon et al. (2005), 
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.. et al. (2005), Basioudis and-Francis (2007), -Carson and Fargher (2007), Huang et al. (2007), Khalil 
et al. (2008), Carson (2009). . 3 

7. Ettredge and Отеепђего (1990), O’Keefe et al. (1994), Chase (1999), Fields et al. (2004), Giroux and 
Jones (2007). 

8. Palmrose (1986), Pearson and Trompeter (1994), Eichenseher (1995), Hackenbrack et al. (2000), 
Menon and Williams (2001), Ferguson and Stokes (2002), Jensen and Payne (2005), Pong and 
Burnett (2006), Lowensohn et al. (2007). 

9. DeFond et al. (2000), Mayhew and Wilkins (2003), McMeeking et. al. (2006). 

10. Some Australian studies such as Craswell et al. (1995) include banks in their data. The Australian stock 
exchange also includes a large number of mining companies. We are grateful to an anonymous 
reviewer for pointing this out. Both of these groups are different from audits in more conventional 
industries, and may give rise to results that are particular-to this setting. However, Francis et al. 
(2005) and Basioudis and Francis (2007) exclude financial institutions, and do not include many 
mining companies, and still find some evidence of premiums. 

П. The 32 published papers in this area show mixed results in the various settings as well as overall. There 
are studies showing mixed results in each of the listed company sectors, municipalities and the various 
countries examined. More recent studies more frequently identify a premium than early studies, but 
there are recent studies also reporting a discount, or no significant effect. 

12. The models examined vary from study to study, and this could be a factor in the inconsistent results. 

13. . For example, the results of Craswell et al. (1995) vary depending on the definition of a specialist, with 
significant results when a specialist is defined as holding greater than 10% market share but not when a 

20% cut-off is used, even though this represents a greater dominance of the market. 

14. Christchurch and Dunedin were traditionally regarded as the other two main centres, but there are no 
longer large numbers of large companies headquartered in those two cities. 

I5. Plus other listed companies not in the top 200. 

16. Companies with more than 2096 overseas ownership are required to submit audited financial state- 
ments to the Registrar of the Companies Office, and they are made available to the public. 

17. However, large companies owned by private New Zealand-resident individuals are not required to dis- 
close their financial statements. 

18.. We were. concerned that any single industry classification scheme might not be a good fit with the 

' underlying aspects that cause audits in different industries to vary. 

19. KPMG is a portfolio specialist in Agriculture and Fishing, and also has the largest market share in this 
industry; PwC is a portfolio specialist in Energy and is also the market leader. However, DTT is a port- 
folio specialist on forestry while being the second rank firm in this industry. 

20. More specifically, there is no significant premium for national-level portfolio specialists; the coefficient 
on city-level portfolio specialists is significant at 0.003; and in a model including national and city 
specialists, national and city specialists receive a premium that is marginally significant at 0.069, 
national but not city specialists are not significant and city but not national receive a premium that 
is significant at 0.023. 

21. Ме also conducted a sensitivity test in which the log of non-audit fees (LNAF) was included in the 
regression models. LNAF was not significant in any of the models. 

22. These companies had total assets of about $100 million or more. 

23. When we define high and low risk using firm-level measures based on losses, debt and liquidity, the 

. results are qualitatively similar to those presented. 

24. Oneassumption of the treatment effects model is that differences between samples apply only to inter- 
cepts and not to other slope coefficients; thus, this model appears to be well suited here. 

25. We estimate a model of fees for large clients with specialist auditors; we then apply the coefficients 

: -from this model to large clients with non-specialist auditors, and we test whether the differences 
between the actual and alternative-choice estimations are significantly different from zero. We next 
repeat this test in the opposite direction (the model for clients with non-specialist auditors is applied 
to clients with specialists). We conduct this test for each of the sectors of the audit market that we 
examine. 
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Editorial 


In collaboration with the Institute of Chartered Accountants in England and Wales, Accounting 
and Business Research (ABR) is pleased to present the sixth issue of the International Accounting 
Policy Forum (IAPF). The issue contains the papers presented at the Institute’s 2010 Information 
for Better Markets conference, which asked for evidence and reflections on the effects of imple- 
menting International Financial Reporting Standards (IFRS) around the world. The major papers 
written by leading international academics reflect the themes they were invited to develop in their 
presentations at the Forum, all providing different styles of thought-provoking evidence and 
comment. The responses from practitioners provide a taste of the lively debate provoked in a 
mixed audience of leading practitioners and policymakers sitting alongside academics from a 
spectrum of international institutions. It is the hope of the editor and the Institute that publication 
of the papers will encourage a continuing and widening debate which will facilitate better com- 
munication among the research community, the accounting profession, company managers, reg- 
ulators and all other parties interested in the debate over the regulation of corporate reporting. 

It is a further pleasure to ABR that we are publishing here the annual Р.О. Leake Lecture paper 
from 2010, providing a thought-provoking analysis of the evolution of accounting and its role in 
respect of financial crises. 

The major papers from the conference, together with the Р.О. Leake presentation, have been 
reviewed by academic reviewers. I am particularly grateful to the reviewers and the authors for the 
care they have taken with this process. 

IAPF is explicitly charged with bridging the gap between academia and the profession. The 
contents of this issue provide many opportunities for engaging research and practice. 


Pauline Weetman 
Editor, Accounting and Business Research 
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Introduction 


The papers in this issue of International Accounting Policy Forum \ook at two questions of great 
practical importance: the impact of financial reporting on financial stability and the effects of 
implementing International Financial Reporting Standards (IFRS) around the world. 

There has been much controversy in recent years surrounding the alleged role of financial 
reporting in causing and/or aggravating the global financial crisis. In this debate, some have 
blamed fair value accounting, others have blamed historical cost accounting, while others — 
although supporting historical cost accounting in principle — have blamed the incurred loss 
model for measuring historical cost impairments. While the precise nature of these accusations 
reflects the particular circumstances of the early twenty-first century, there is nothing new 
about the idea that accounting can cause financial crises. In the 1930s, some people blamed 
accounting for the Great Crash of 1929 and the Great Depression that followed it. 

We thought it would be useful to take a longer perspective on current controversies and so we 
invited accounting historian Gregory Waymire to give the ICAEW P.D. Leake Lecture for 2010 
on the topic of ‘Financial Reporting and Financial Stability: What can we Learn from History?’ 
presented in this journal under the title ‘Economic Crisis and Accounting Evolution’. Professor 
Waymire’s paper, written with Sudipta Basu, is at least half-reassuring for accountants, as the 
authors conclude that ‘Historical evidence and contemporary economic analyses indicate that сог- 
porate financial reporting plays a minor role in precipitating economic crises.' They also con- 
clude, however, that financial reporting *might help amplify' economic crises. They look too at 
the effects of financial crises on financial reporting — both through processes of natural selection 
among accounting practices and through the ‘post-crisis speculative frenzy in regulation’ that is 
the common result of such events. 

The four papers on IFRS are based on presentations at the 2010 ICAEW Information for 
Better Markets Conference on ‘Adopting IFRS: The Global Experience’. As IFRS move ever 
closer to providing the one set of global accounting standards it becomes increasingly important 
to assess whether they are actually delivering the benefits expected from them. The conference 
papers consider the evidence to date. 

In my introduction to last year's International Accounting Policy Forum, 1 commented that 
what emerged from the conference papers in that issue was ‘the pervasiveness of politics in all 
accounting regulation’. It seems to me that a similar, and related, point emerges from the 
conference papers in this issue: the importance of institutions, particularly for enforcement, in 
determining financial reporting outcomes. Standards are just one institution in a set of 
complex and variable structures, which vary from one jurisdiction to another. They are important 
in their own right, but will not by themselves secure the outcomes that we hope to achieve. This 
message emerges from all four conference papers, although their authors have different 
perspectives on the issue and some have their own suggestions for what should be done about it. 
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The conference was organised jointly with the INTACCT accounting research network, 
funded by the European Commission. The first paper at the conference, presented by Peter 
Pope, looked both at the objectives of IFRS and at what the research of INTACCT and others 
can tell us about its effects. Professor Pope’s paper, written with Stuart McLeay, draws attention 
to — among other things — the relatively recent emergence of the claim that a key objective of 
IFRS is to reduce the cost of capital. Peter Holgate’s commentary on their paper notes that this 
claim has now been repeated so often that it has become a ‘truth by repeated assertion’. This is 
unhealthy, and Professors Pope and McLeay provide a useful corrective with their critical assess- 
ment of the evidence. 

Their proposed response to unevenness of financial reporting enforcement within the EU is 
that European companies, regardless of their domicile, should be allowed to choose to be regu- 
lated by another EU member state’s regulatory regime. They argue that this would allow compa- 
nies to benefit from the more effective enforcement regimes of certain member states, and 
promote competition among enforcement regimes within the EU. 

Philip Brown’s paper reviews the empirical research on the benefits of IFRS adoption and cau- 
tiously concludes that ‘undoubtedly some consequences [of IFRS] are regarded by companies and 
investors as, on balance, beneficial’. But he notes that ‘the extent of the benefits actually achieved 
in any one country depends upon many things’, including the nature of the standards used before 
the change to IFRS; the credibility of any representation that the financial statements comply with 
IFRS; the presence of legal or other regulatory backing for the standards; and the degree of com- 
pliance monitoring and enforcement. 

Professor Brown also provides a valuable list of directions for future research into the effects 
of IFRS adoption. 

Shyam Sunder sets out the case, relying as much on general experience of the effects of mon- 
opoly and competition as on specifically accounting research, against a global monopoly for IFRS 
— or indeed any other set of accounting standards. Like other speakers at the conference he notes 
the importance of ‘interrelationships among economic, business and legal institutions of society 
and the corresponding regimes of financial reporting and auditing’, and draws the conclusion that 
the goal of imposed global uniformity in accounting is a delusion — and, moreover, a dangerous 
delusion. 

Instead of the top-down imposition of global standards, Professor Sunder — stressing the 
importance of learning and discovery procedures — argues for ‘greater reliance on bottom-up 
evolution of financial reporting practices’ and for competition among international standard- 
setters. 

Peter Wysocki develops a framework for what he calls ‘new institutional accounting’ (NIA) 
research, and applies his approach to IFRS. This puts empirical and theoretical work on the insti- 
tutions that are relevant to financial reporting into a wider context of institutional research. He also 
identifies a number of challenges for NIA. These include investigating the possibility that insti- 
tutional changes will be for the worse. Specifically, Professor Wysocki warns of a danger that, 
with IFRS, we may have gone ‘past the point of no return ... to create an international club 
that countries can freely join, but [that] it 1$... nearly impossible to leave without incurring 
massive costs’. This increases the risk that IFRS will ‘evolve into an inefficient institution’. 

This is the sixth International Accounting Policy Forum and the first under Accounting and 
Business Research's new publisher, Routledge. We are grateful for their support for the special 
issue and indeed for the journal as a whole, with which ICAEW is proud to remain associated. 

We are also grateful to Pauline Weetman for her continuing support as Editor of ABR and the 
Forum, to the academic authors featured in this issue and to the practitioners who commented on 
their papers and whose remarks are reproduced here. Bringing together practitioners and aca- 
demics remains an essential function of the Forum. 
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Finally, thanks are due to the ICAEW’s charitable trusts, which generously provided funding 
to support the 2010 РО. Leake Lecture and Information for Better Markets Conference and the 


preparation for publication of the related academic papers, as well as to INTACCT for its support 
for the conference and papers. 


Robert Hodgkinson 
Executive Director, Technical 
ICAEW 
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P.D. LEAKE LECTURE 


Economic crisis and accounting evolution 


GREGORY WAYMIRE?* and SUDIPTA BASU? 


“Goizueta Business School, Emory University, 1300 Clifton Road NE, Atlanta, GA 30322, USA; "Fox 
School of Business, Temple University, Alter Hall, 1801 Liacouras Walk, Philadelphia, PA 19122, USA 


We study changes in financial reporting around economic crises from a historical perspective 
through the lens of punctuated equilibrium evolution. Historical evidence and contemporary 
economic analyses indicate that corporate financial reporting plays a minor role in 
precipitating economic crises but might amplify them. Economic crises likely play a role 
similar to major shocks in biological environments by selecting accounting practices, 
accounting principles, firms and regulatory institutions for survival based on how well they 
adapt to post-crisis environments. Conscious attempts to improve accounting in the wake of 
crises, whether through market or political forces, may not prove as beneficial as hoped 
because we currently know far too little about the causes of economic crises or the 
consequences of abrupt changes to complex adaptive systems such as accounting. We 
outline several questions for future research that would increase our knowledge about these 
fundamental issues. 


Keywords: selection; transformation; migration; unintended consequences; pretence of 
knowledge 


If man is not to do more harm than good in his efforts to improve the social order, he will have to learn 
that in this, as in all other fields where essential complexity of an organised kind prevails, he cannot 
acquire the full knowledge which would make mastery of the events possible. He will therefore have 
10 use what knowledge he can achieve, not to shape the results as the crafisman shapes his handiwork, 
but rather to cultivate a growth by providing the appropriate environment, in the manner in which 
the gardener does this for his plants. ... The recognition of the insuperable limits to his knowledge 
ought indeed to teach the student of society a lesson of humility which should guard him against becom- 
ing an accomplice in men’s fatal striving to control society ... (Friedrich A. Hayek 1975, p. 442) 


1 Introduction 


Recent economic crises once again raise the concern of whether weak financial reporting can 
destabilise an economy. Addressing this important issue requires tackling two broad questions: 
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(1) How can accounting contribute to making ап economic crisis more likely ог more severe? 
(2) Are flaws or weaknesses in accounting practice revealed in the rubble of an economic 
crisis and can we implement reforms that correct these flaws? 


We consider these questions from a perspective that emphasises two axioms. The first is that 
the economic history of past crises is a useful starting point for analysing the relation between 
financial reporting and economic crisis. The second is that a scientific understanding of economic 
crises and the role that accounting could play in such crises would be invaluable. Locating our 
analysis at the intersection of the economic history and the science of economic crises leads to 
a clear conclusion: our current understanding of the impact of corporate financial accounting 
on economic crises is extremely limited.’ Thus, we can offer only tentative answers .to our 
focal questions. 

Extant theory and evidence suggest that accounting plays at best a secondary role in causing 
an economic crisis. Recent books by economists on the causes of economic crises make virtually 
no reference to accounting; indeed, many of these books do not include the term ‘accounting’ in 
the subject index (Kindleberger 2000, Reinhart and Rogoff 2009, Rajan 2010). When accounting 
is mentioned, it is usually in a secondary capacity when discussing financial fraud or regulatory 
constraints that are based on accounting numbers (e.g. FCIC 2011, рр. 122—123). Most economic 
analyses focus on fundamental economic attributes such as speculation and the influence of lever- 
age in magnifying negative macroeconomic shocks (e.g. Reinhart and Rogoff 2009, pp. 21-33). 
During the Internet bubble, investors often ignored accounting basics when pricing speculative 
stocks, valuing firms at their initial public offerings (IPOs) based on how quickly they 
‘burned’ money rather than whether they had any revenues or profits (e.g. Wolff 1998). Further- 
more, momentum investors, contrarians, as well as those following technical trading strategies 
base their trading decisions on patterns in past prices and ignore accounting information. Thus, 
if weak accounting contributes to economic crises, it likely plays a role in лш a crisis 

rather than causing it per se. 

As to whether weak accounting is evident in the aftermath of a crisis, we are likewise temper- 
ate in our answer. Indeed, here we suggest that we have not even correctly framed the question. 
Identifying if and how weak accounting is revealed in an economic crisis requires a theory of how 
accounting practice evolves, and a shift in perspective to the effects of ex post selection by the 
economic environment instead of only ex ante choice by human agents. Prior work in evolution- 
ary biology allows an evolutionary process to be formalised for any biological, cultural or econ- 
omic system (Price 1970, 1995, Frank 1995, Page and Nowak 2002, Kerr and Godfrey-Smith 
2009). Within this framework, we hypothesise accounting evolution around crises as bursts of 
rapid change amidst periods of relative stasis consistent with punctuated equilibrium theory 
(Eldredge and Gould 1972, Gould and Eldredge 1993, Grundfest 2002). However, identifying 
how accounting evolves also requires specification of the hierarchical level(s) on which evolution 
acts — for example, at highly granularised levels of specific accounting treatments or at the level 
of broad general principles or standard-setting bodies. 

Thus, we cannot make any overarching statements about how economic crises affecta account- 
ing because we collectively know so little about how accounting evolves. The result is that even 
the most knowledgeable and well-intentioned persons will find it extremely difficult to design and 
implement major reforms that eliminate accounting weaknesses that contribute to crises and entail 
no adverse long-run consequences. This occurs in part because it is difficult to identify the selec- 
tion effects of weak accounting in the aftermath of a crisis (i.e. learning what caused the crisis). It 
also arises partly because individuals and groups seek rents and lobby policymakers for insti- 
tutional changes that appear to be in the public interest, but may be ineffective and cause other 
problems (Tullock 1967, Krueger 1974, Watts and Zimmerman 1979, Romano. 2005). 
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Most importantly, the problem stems in part from the same hubris associated with human 
over-confidence in the ability to control complex phenomena and guide social institutions 
(Hayek 1975). It is likely that post-crisis reforms will be more successful when they are 
modest, targeted towards incremental changes in established institutions and do not create uncon- 
strained political power that can retard the development of robust financial institutions (Haber 
et al. 2008). 

The rest of the paper is organised as follows. In the next section, we define ‘economic crisis’ 
and the economic function of accounting. The following section deals with the role of accounting 
in contributing to economic crises. We discuss accounting selection and evolution as well as the 
post-crisis political economy of accounting in the next section. The paper finishes by offering 
some concluding remarks and highlighting opportunities for future research. 


2. Background 


This section provides background necessary for the rest of the paper. We first explain what we 
mean by ‘economic crisis’. We then describe the economic function of accounting since that 
will allow us to say something about how accounting functions during a crisis. We complete 
this section by elaborating on the focus of our analysis. 


2.1. What is an economic crisis? 


Economic crises are periods of sharp drops in economic activity that cause widespread changes in 
expectations about future economic prospects and are frequently sandwiched between periods of 
speculative frenzy in the economic and political markets (e.g. Ribstein 2003). However, a crisp 
definition of the term ‘economic crisis’ is not available. Trying to define an economic crisis 
calls to mind the failed attempt of US Supreme Court Justice Potter Stewart to define pornogra- 
phy: ‘I shall not today attempt further to define the kinds of material I understand to be embraced 
within that shorthand description; and perhaps I could never succeed in intelligibly doing so. But I 
know it when I see it... .’? 

Because of this definitional ambiguity, we follow Reinhart and Rogoff (2009, pp. 3—20), who 
classify various kinds of macroeconomic crises. Table 1 provides definitions for the seven types of 
crisis in their taxonomy. 


Table 1. Description of crisis types in the taxonomy of Reinhart and Rogoff (2009) (R&R). 


Crises defined by quantitative criteria: 

1. Inflation crisis. Sustained annual inflation exceeding 20% (R&R, рр. 4—5). 

2. Currency crashes. Annual exchange rate depreciation of 15% or more (R&R, pp. 5—6). 

3. Currency debasement. Type Г. Reduction in the metallic content of coins in circulation of 5% or more. 
Type IT: New currency replaces a much-depreciated earlier currency (R&R, pp. 6—7). 

4. Bursting of asset price bubbles. Cumulative decline of 25% or more in real equity prices (R&R, p. 250). 


Crises defined by occurrence of an event: 

5. Banking crisis. Either (1) bank runs that lead to the closure, merging or takeover of financial institutions by 
the public sector, or (2) closure, merging, takeover or large-scale government assistance of multiple 
financial institutions in the absence of a bank run (R&R, pp. 9—10). 

6. External debt crisis. Outright default on a national government's debt issued under another country's 

. jurisdiction (R&R, рр. 10—12). 

7. Domestic debt crisis. Default on a national government's debt issued under its own jurisdiction where the 
debt is typically owned by residents of the country (R&R, pp. 13—14). 
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Four types of crisis are defined using a quantitative criterion while.the other three rely on the 
occurrence of a specific event. The first three types of crises represent cases where a currency’s 
purchasing power declines sharply (inflation crises, currency crashes and currency debasements). 
The fourth and fifth types are cases that reflect asset value declines, either a large across-the-board 
equity price decline (bursting of asset price bubbles) or a large decline in bank net asset values 
(banking crises). The last two types of crises refer to defaults on government debt (external debt 
and domestic debt crises). 

Crises vary in the extent to which accounting is implicated as an underlying causal factor. For 
instance, the inference that poor accounting leads to the inflating and bursting of asset bubbles and 
ensuing scandals is reflected in the history of post-crisis securities regulation in the USA and 
Britain (Littleton 1933, Chatfield 1974, Banner 1997, Baskin and Miranti 1997, Partnoy 2000, 
Ribstein 2003). Accounting evolution has been strongly influenced by waves of business failures 
(Littleton 1933). For example, bank minimum capital requirements and mandatory reporting to 
the federal government were required under US law in the 1860s (Huntington and Mawhinney 
1910, pp. 330—362) in response to Civil War crises. Since crises arising from government defaults 
or currency degradation have only indirect links to corporate accounting and reporting, we focus 
primarily on asset bubbles and banking crises.? 


2.2. What is the economic function of accounting? 


Originally, accounting aided entrepreneurs in making decisions. In this sense, managerial accounting 
likely provides the initial demand for accounting information because it is needed to fulfil organis- 
ational goals (Waymire 2009) as well as monitor and evaluate employees and agents, often labelled 
as stewardship.* Thus, reporting to equity owners and debtholders is a secondary or tertiary demand 
for accounting that emerges only when an enterprise grows in size and complexity. | 
The core function of accounting is to promote enterprise survival and health by creating value 
through production and subsequent market exchange with customers. In other words, accounting 
coordinates transactions within the firm (Ball 1989) analogous to how prices coordinate market 
interactions (Hayek 1945). Organisations demand accounting systems that are ‘robust’ — that 
is, they function effectively across a wide range of economic circumstances. Thus, a better 
accounting system is one that provides feedback to guide managers towards better planning 
and control decisions that increase organisational fitness. Robust accounting practices are 
likely those that are consistent with broad principles that have stood the test of time (Basu and 
Waymire 2010, Dickhaut et а!. 2010a). 
. For accounting to be a plausible primary factor in contributing to an economic crisis, one has 
to argue that a given crisis is the result, at least in part, of using accounting practices that have poor 
feedback properties. For example, fair value accounting could encourage excessive asset sales by 
banks in a declining economy due to minimum capital requirements (SEC 2008). 


2.3. Focal questions 


Figure 1 provides a simple timeline showing two stages of an economic crisis that we use to frame our 
analysis. One is a ‘pre-crisis’ stage when equity values and other asset prices are increasing and pre- 
sumably overshoot their fundamental values. The overriding question for accounting here becomes: is 
weak accounting causing. the bubble?-A second ‘crisis’ stage is when asset prices ‘crash’ after their 
former escalation and calls for reform invariably follow. The main question for accounting at this 
stage becomes: is weak accounting evident in the rubble of the crisis, and can we reform accounting 
successfully? We organise the rest of the paper around these focal questions. . 


* 


Accounting and Business Research 211 


—————————————————————— 





Time 
Pre-crisis Crisis & reform 
"Bubble" "Crash" "Correction" 
"Overheating" "Destruction" 
"Never again" "Reform" 
Is weak accounting 15 weak accounting 
causing the bubble? evident in the rubble 


& can we reform it? 


Figure 1. Stages in an economic crisis that involve accounting. 


3. Can weak accounting cause an economic crisis? 


We first consider the possibility that accounting is a primary force in causing a crisis, and then 
consider various ways in which it could play a secondary role. 


3.1. Is accounting a primary causal factor in economic crises? 


The recent global economic crisis stemmed from a bank panic in the USA. Gorton (2009, 2010) 
argues that the recent US crisis is similar to banking panics of the late nineteenth and early twen- 
tieth centuries. The recent crisis started in a ‘shadow banking’ system that had grown up around 
securitised loans and the demand for collateral in markets involving the sale and repurchase of 
securitised assets (‘геро’). These security markets were highly sensitive to changes in the funda- 
mental value of real estate assets underlying securitised loans. The ‘shock’ that led to the crisis 
was the bursting of a real estate price bubble that was caused by low-interest-rate monetary pol- 
icies and government subsidisation of (and relaxation of lending requirements for) sub-prime 
homebuyers (Rajan 2010). 

Declines in real economic activity during a crisis can spill over to other economies through 
trade and capital flows. In response, governments often undertake monetary and fiscal stimulus 
as well as regulatory reform (e.g. Allen and Gale 2007). This has been the case with the most 
recent crisis (Reinhart and Rogoff 2010, pp. 203 —247). 

Did accounting play a major role in the recent crisis? Critics alleged that fair value (‘mark-to- 
market") accounting made the crisis worse than it would have been otherwise (SEC 2008 summar- 
ises these criticisms). Specifically, a frequent allegation was that fair value accounting is pro- 
cyclical because it encourages risk taking in expansions when holding gains increase income 
and encourages asset liquidations in downturns because large write-downs of risky assets lead 
to violations of the minimum capital requirements for financial institutions.” Research reviews 
by Barth and Landsman (2010) and Laux and Leuz (2010) conclude that fair value accounting 
likely played only a secondary role in the recent financial crisis. 

This view is consistent with quantitative evidence from recent economic crises. Bowen et al. 
(1989) examine stock price responses to corporate earnings announcements before, during and 
after the market crash in October 1987. Corporate earnings releases were frequent in the crash 
period and the following eight trading days. However, their evidence does not support the hypoth- 
esis.that earnings announcements played an important role during the crash period. 

Keating et al. (2003) find little evidence that the 45% decline in Internet stock prices during 
spring 2000 was caused by newly disclosed information in first-quarter accounting earnings or 
other non-financial indicators. Rather, their evidence suggests that the Internet firms’ stock 
price crash was likely caused by changes in investors’ valuation models leading to a re-assessment 
of previously disclosed.annual report information. . EP d © à 
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Chaney and Philipich (2002) examine potential spillover.effects. from the Enron scandal that 
engulfed Andersen. Their evidence suggests a role for accounting fraud in stock price revaluations 
for other Andersen clients with a stronger effect for clients of the firm’s Houston office that had 
audited Enron. However, these effects were smaller than events typically described as stock 
market crashes. In addition, Nelson et al. (2008) suggest that the documented effects partly 
reflect confounding events. 

Other studies suggest that accounting information and related frauds did not play a primary 
role in the October 1929 stock market crash. Considering dividends to be a proxy for earnings, 
White (1990) concludes that information on weaker earnings prospects was not the proximate 
cause of the 1929 crash. Benston (1969) reaches a similar conclusion based on the lack of signifi- 
cant legal actions for accounting fraud in the few years before and after the 1929 crash. Kindle- 
berger (2000) suggests that the period of the late 1920s, as with other price bubbles, was 
associated with accounting irregularities, but the main evidence he notes is the famous 
Krueger and Toll fraud cited in Congressional testimony leading up to the passage of the Secu- 
rities Acts (see also Pecora 1939, Flesher and Flesher 1986). 

More generally, the perception that poor accounting plays a role in the creation and bursting of 
asset bubbles has a long pedigree. Chatfield (1974, p. 81) writing on the 1720 bubble and crash in 
the shares of the South Sea Company notes: 


Like the 1929 crash, the South Sea Bubble's collapse led to demands for better accounting verifica- 
tion. Charles Snell, a writing master and accountant, was retained by the defense to examine the 
records of Sawbridge and Company, a subsidiary of the South Sea Company.... His published 
report was inconclusive. He had discovered fictitious entries, but offered no opinion as to why 
they were made. 
The final result of this speculative frenzy was popularly known as the Bubble Act of 1720. It aimed to 
. correct four evils: (1) excessive stock speculation, (2) formation of fraudulent joint stock companies, . 
(3) the use of corporate prerogatives by unincorporated firms, and (4) the use of corporate charters to 
conduct inappropriate types of businesses. This Act not only denied limited liability status to all firms’ 
not incorporated by Crown or Parliament, but was used as a policy instrument to restrain the formation 
` of new corporations. Its effect was to inhibit the natural growth of limited liability companies for 
‚. 100-years. | 


The view that фе Bubble Act was written to protect investors from excess speculation and 
subsequent losses when bubbles burst has persisted across two and half centuries of historical 
and legal scholarship (see Harris 1994, p. 611). Unfortunately, this belief, like many other 
‘widely accepted facts’, does not comport with the historical evidence. The most basic 
problem with an investor protection rationale for the Bubble Act was that the law was enacted 
before the crash in the share price of the South Sea Company.® Harris (1994, p. 612) reviews 
the features of the Bubble Act and its legislative history,.and concludes that this legislation 
more likely served to ‘hinder alternative investment opportunities and to divert more capital to 
South Sea shares’. In economic parlance, the Bubble Act, like many other laws, probably 
served private interests rather than a broader public interest (see also Tabarrok 1998, Mahoney 
2001, 2003). ` ' 

McCartney and Arnold (2002) examine whether weak accounting was responsible Тог 
the British ‘Railway Mania’ of 1845—47 and the subsequent collapse in railway share 
prices. They find that accounting practices changed as railway technology evolved, and 
that disclosure levels increased monotonically during 1840—55, with a sharp increase in 
balance sheet disclosures during 1845—50. Published railway company financial statements 
became more standardised and detailed as the industry matured.. Arnold and McCartney 
(2003) find that despite long-standing allegations there is essentially no documented. evi- 
dence of widespread fraud or deceptive accounting in railway financial statements before 
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or during the mania, although there are a few documented instances of dividends being 
paid out of capital. 

In sum, while there is a long-standing perception that accounting is an important factor in the 
occurrence and bursting of asset bubbles, there is little direct evidence to indicate that accounting 
plays a primary role. Gorton (2010, pp. 130—132) suggests that FASB rules on fair value account- 
ing contributed to the recent US crisis, but he clearly sees its role as secondary. We next discuss 
this issue. 


3.2. Can accounting play a secondary role in economic crises? 


Is it possible that weak accounting could play a secondary role by exacerbating a crisis or an asset 
price bubble? Consider a security subject to a Keynesian ‘beauty contest’ in which investors 
believe that price is determined by other investors’ beliefs about what further others will pay 
for the security in the future rather than its intrinsic value based on long-run dividends 
(Keynes 1936). If such effects are magnified when accounting signals poorly reflect fundamen- 
tals, then weak accounting could exacerbate a bubble even if it was not a primary cause. We 
review both experimental and archival capital markets research bearing on this question. 

There is a considerable literature on asset price bubbles and crashes in laboratory markets (cf. 
Caginalp et al. 2000). Porter and Smith (1994) is a representative study. They examine an exper- 
imental market for a security that pays a mean dividend of 24 cents in each of 15 periods reflecting 
an expected value over four possible outcomes. Traders can buy, sell or sell short the security. 
Porter and Smith show that the price at which the security trades significantly exceeds fundamen- 
tal value in early periods and then declines dramatically in later periods. This basic pattern is 
robust across a wide range of market conditions. Asset bubbles are less severe typically only 
when subjects participate sequentially in multiple identical experiments where uncertainty is 
modest (Hussam et al. 2008). 

Hirota and Sunder (2007) demonstrate experimentally that price bubbles are strongly affected 
by investor horizon. Horizon matters to the extent that investors plan to liquidate their position 
prior to the realisation of dividends. Thus, investors with short horizons would be more likely 
subject to Keynesian beauty contests since they forecast the price at which they can sell rather 
than estimate fundamental value. Hirota and Sunder show that markets with short-horizon inves- 
tors are more likely to experience a bubble and crash of the type described by Porter and Smith 
(1994). 

Dickhaut et al. (2010b) report experimental results indicating that the tendency of asset prices 
to bubble and then subsequently crash is likely a more general phenomenon attributable to asset 
durability. Experimental markets where assets perish and cannot be re-traded do not experience 
bubbles. Rather, asset price bubbles are observed only in cases where assets can be re-traded 
in the same period after an initial transaction has occurred. 

Several experiments investigate how differential private information about fundamental value 
affects market prices (Forsythe et al. 1982, Plott and Sunder 1982, 1988). However, little research 
investigates whether public accounting information about a security’s fundamental value alters an 
asset’s propensity to bubble. One exception is Hobson (2010), who runs an experiment to test 
whether an asset market susceptible to bubbles shows improved performance when investors 
are provided with a decision aid that makes the fundamental value of a security more salient. 
His findings are mixed in that investors trade based on fundamental value to a greater degree 
when the decision aid is available, but this tendency is less pronounced in markets that are 
more prone to price bubbles. 

Many archival capital markets studies of individual crises reach similar equivocal con- 
clusions. For example, Mitton (2002) explores the relation between various corporate governance 
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factors and firm-specific stock returns during the 1997—98 East-Asian financial crisis. His evi- 
dence suggests that firms making higher quality disclosures (as proxied by auditor size and 
whether the firm had securities traded in US capital markets) performed better during this crisis. 

Using data from the late 1920s, Barton and Waymire (2004) test whether МУ SE-traded firms 
with more transparent reporting practices experienced better performance (ie. less negative 
returns) during the market crash in October 1929. Their sample firms vary considerably in а 
proxy for reporting quality that is correlated with incentive-related variables. However, endogene- 
ity issues cloud any interpretation of their evidence. Without a correction for endogeneity, Barton 
and Waymire find that firms with higher quality reporting policies experienced more negative 
returns. With a correction for endogeneity based on errors-in-variables, the association between 
reporting quality апа. October 1929 firm-specific stock returns is reversed. Thus, inferences 
depend crucially on whether their correction for endogeneity actually worked, and it is unclear 
how well endogeneity problems can be addressed using errors-in-variables methods (Leftwich 
2004, Larcker and Rusticus 2007). 

Lang and Maffett (2010) use an international sample to examine the association between report- 
ing transparency and stock returns during periods of stock market downturns. They identify market 
downturns based on large negative returns akin to Reinhart and Rogoff (2009). They argue that 
market downturns are related to reduced liquidity, which varies through time and is affected by 
transparency levels. Their evidence comports with the hypothesis that higher reporting transparency 
is associated with more consistent liquidity that is less subject to large declines during downturns. 

Overall, the available evidence suggests that accounting quality and reporting transparency 
are related to stock price behaviour during a crisis, but this evidence is based on a few studies. 
Further, the causal links between reporting quality and investor behaviour during a crisis are 
not well understood, especially at an experimental level. A clearer understanding requires that 
we develop theories of how the feedback effects of accounting might change during a crisis 
and how ‘better’ accounting might reduce the extent to which asset markets are susceptible to 
bubbles. For instance, fair value accounting based on current market prices and expectations 
could cause market prices to diverge even further from fundamentals during a bubble compared 
to (conditionally) conservative accounting estimates that are more robust to speculative excesses 
in asset markets. 


4. Can weak accounting be identified and reformed after a crisis? 


In this section, we consider whether and how weak accounting practices can be identified after an 
economic crisis. We begin by analysing the forces driving accounting evolution and how these 
forces might play a bigger role in a crisis. Following this, we discuss in more detail how these 
evolutionary forces can be identified at differing hierarchical levels ranging from micro-level 
accounting norms up to broad accounting principles and accounting standard-setting institutions. 


4. 1. Accounting evolution as a different perspective on accounting change 


Empirical analysis of the determinants of corporate accounting practice has been the ани of 
research interest for decades (Watts and Zimmerman 1986, Fields et al. 2001). The term “account- 
ing practice’ is a catchall that includes different accounting methods (e.g. straight-line vs. accel- 
erated depreciation) as well.as variation in their implementation (e.g. a five-year vs. seven-year 
useful life under straight-line depreciation). At a higher level, accounting practice.is strongly 
influenced by broad general principles (e.g. cash vs. accrual accounting) that influence the-funda- 
mental measurement properties of an accounting:system — for example, depreciation expense is 
not computed under a pure cash-based system since fixed assets are not capitalised.. 
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- Much prior literature views managers as ‘choosing’ a portfolio of accounting policies from 
those available under Generally Accepted Accounting Principles (GAAP). Accounting practice 
changes because regulators alter the accepted set of methods under GAAP and/or managers 
choose differently from the accepted set (Watts and Zimmerman 1990). Managers’ and stan- 
dard-setters’ choices thus drive accounting practice, and these choices are influenced by both 
economic and political forces (Watts 1977, 2006) that respond to changes in the economic 
environment (Ball 1980). This literature provides few insights into how accounting evolves 
over time because it does not incorporate path dependence arising from prior accounting 
choices (Basu 2003) nor does it analyse how economic selection would influence accounting 
practice. . : 

For present purposes, accounting evolution is the change through time in the set of accounting 
methods, the specific parameterisations of those methods and broad principles applied within a 
population of organisations. Accounting evolution works in part by the economic environment 
‘selecting’ firms to survive in a manner that correlates with the firm's accounting practices. An 
accounting practice might be selected preferentially if its use leads managers to make decisions 
that increase its survival prospects, say by producing greater profits.? Conversely, a practice might 
be selected against if its use is associated with reduced survival prospects. 

Вуте (1937, pp. 368—371) describes the process by which accounting principles come to be 
selected preferentially in organisational survival: 


.. In the development of any field, principles are discovered which represent the fundamental truths on 

which the field of knowledge rests. These principles are applied in the working out of problems that 
arise, and gradually, rules of practice evolve which, over a period of time, become accepted to a 
greater or less degree as reflecting the oft-recurring cases ... 
[Inherent in accounting principles are business laws which must be obeyed if in the long run the enter- 
prise is to survive ... It should be apparent, however, that the basing of financial policies upon 
accounting statements which in turn are not prepared with fundamentally right accounting principles, 
may lead to courses of action which, if too long pursued, will adversely affect the health of business. It 
is in this sense that the fundamental principles of accounting may be said to be coercive and self- 
executory. (emphasis in original) 


4.2. Introducing a scientific model of evolution 


The bridge from Byrne's conjecture to a more concrete representation of accounting evolution lies 
in research that formalises the components of evolutionary change in any biological, cultural or 
social system (Price 1970, 1972, 1995, Frank 1995, Page and Nowak 2002, Kerr and Godfrey- 
Smith 2009). Consider a population of firms for which we can catalogue the set of accounting 
policies (i.e. ‘accounting practice") used at both the start and the end of a given time period. 
А change in accounting practice could occur during the period for several reasons. First, firms 
may change their mix of accounting practices, either because managers make a different voluntary 
choice or because standard-setters ban a prior practice (or more rarely, permit a previously banned 
practice). Second, new firms may be created and these new firms may choose a different mix of 
accounting practices than existing firms. Finally, some firms with unique accounting practices 
may fail more or less often than the modal firm. 

Figure 2 depicts these three types of population change. The population at the start of a period 
is referred to as the ancestral population and the end-of-period population is the descendant popu- 
lation. The linked circles in panels A—C refer to a given firm. Filled circles and open circles dis- 
tinguish firms with a different characteristic — for example, firms with filled circles could use a 
'straight-line depreciation method while open-circle firms might use an accelerated method. The 
arrows between ancestral and descendant entities indicate the flow of time. 
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Figure 2. Types of changes between ancestral and descendant populations. 


Panel A shows population change for the case where one firm (firm 5) does not survive into the 
descendant population. This type of population change represents a selection effect where filled 
circles are selected preferentially and are more likely to survive. Panel B shows a case of transform- 
ation where one entity (firm 3) takes on a different character in the descendant population than it had 
in the ancestral population. Panel C shows the case where migration into the descendant population 
by anew firm takes place with no connections to any firm in the ancestral population. Prior account- 
ing research has typically focused on transformation (i.e. changes in accounting practice of surviv- 
ing firms over short periods) and has largely neglected selection and migration. 

Formally, evolution is represented by the change in some measurable property of the popu- 
lation over time. For example, accounting evolution might be measured by the population 
mean of a 0—1 indicator that assumes a value of 1 (0) for filled (open) circles. Assume there 
are na and nd entities in the ancestral and descendant populations, respectively. Let pa; and pd; 
denote the pertinent 0—1 indicator variables for firms in the.ancestral and descendant populations 
(indexed by i and j, respectively). - 
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A measure of the change in the population-wide average of the 0—1 indicator signifying an 
accounting practice (denoted Aavgp) is: 


Дауер = (Z) /ва — (Zra) јпа. (1) 
7 i 


The relative connectedness of an ancestor entity (rcona) and a descendant entity (rcond), 
respectively, reflects the degree to which an entity is connected to other entities measured relative 
to the connectedness of other entities. Define с, as a 0—1 indicator equal to one if there is а con- 
nection between firm i in the ancestral population and firm j in the descendant population (this 
relation can be many—one due to mergers or one—many because of carve-outs). In Darwinian 
terms, the ability of an entity to be represented in the descendant population refers to its 
‘fitness’. rcona and rcond are defined as follows: 


rcona; — у, су (= >. «) / “| (2а) 
Ј P j 


rcond; = у су | (x: «) / d Р (25) 
i i oj 


Kerr and Godfrey-Smith (2009) show that the change in a measure such as Aavgp can be 
decomposed into three components: 


Aavgp = cov(rcona, pa) + avg[ci(pd; — pa;)] — cov(rcond, pd). (3) 


Because rcona is a measure of realised fitness differences between ancestral entities, a non- 
zero covariance between rcona and pd implies that entities with different accounting practices 
build differential degrees of connectedness with the descendant population. In other words, the 
first term on the right-hand side of Equation (3) captures a selection effect. The middle term 
on the right-hand side of Equation (3) captures a transformation effect reflecting the extent to 
which an entity present in both the ancestral and descendant populations takes on a different char- 
acter — that is, ра == pd. The final term captures the effect of migration or connections of a des- 
cendant entity to multiple ancestral entities. 

Panel D of Figure 2 shows the calculated values of Aavgp and its components for the three 
cases in panels A-C. Note that selection in panel A is reflected only in cov(rcona, ра), transform- 
ation in panel B affects only avg[cj(pd; — pa;)] and migration in panel C changes only cov(rcond, 
pd). Thus, a key feature of this analysis is that transformation is only one process driving account- 
ing evolution. This has important implications for whether we can identify various forces behind 
accounting evolution and how those forces impact accounting practice at the level of specific 
methods vs. broad principles. We now turn to a discussion of this issue. 


43. Identifying the components of accounting evolution over time 


As already noted, Equation (3) is completely general in that it applies to change within any bio- 
logical or cultural system subject to evolution. The earliest formulations of this model by Price 
(1970, 1972) dealt with the effects of the first two terms: selection and transformation. Within 
а biological system, the selection term would refer to the extent to which a specific genotype 
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would be associated with a differential likelihood of survival into the descendant population. The 
transformation term captures the extent to which the average character value is changed, perhaps 
through mutation of the gene (Frank 1995). 

Different environmental changes affect how well a particular genotype can thrive under 
altered conditions. The rate of evolution need not be constant across time, although the 
average rate might appear to be very slow if measured over sufficiently long periods (e.g. 
Weiner 1994).'° This is because the earth has experienced periodic Ice Ages that drastically 
change natural habitats in evolutionarily short timeframes but more moderate climates have 
returned cyclically (e.g. Schórghofer 2007). Major changes to the environment can be associated 
with disproportionately large (i.e. 'punctuated") changes in the survival of specific genes and even 
species (Eldredge and Gould 1972, Gould and Eldredge 1993). 

The same forces of selection, transformation and migration are likely at play in the evolution 
of economies and industries. Firms presumably seek: to improve their survival prospects within 
their environment (Alchian 1950, Nelson and Winter 1982, Cyert and March 1992, Radner 
1996). Decisions are made for their adaptive value in improving (but not necessarily optimising) 
survival prospects within an uncertain and ever-changing environment (Knight 1921, Simon 
1997). In this sense, the effect of selection on firms and industries is to produce outcomes 
more consistent with ‘survival of the fitter’ rather than a global optimum akin to a Panglossian 
*best of all possible worlds'. Thus, economic evolution is also likely subject to cycles of large 
change characterised by the ‘creative destruction’ of firms and industries and the subsequent 
emergence of new organisations (Schumpeter 1942). 

Figure 3 illustrates our expectations of how the three evolutionary forces have differential 
impacts at different stages of an economic crisis. 

At the onset and early stages of an economic crisis, firms begin to fail starting with the 
weakest, and selection plays a stronger role than usual. As the crisis intensifies, weak surviving 
firms cast about for survival strategies, and often mimic the behaviour of firms that seem to be 
coping better with the crisis, making social transmission increasingly important. Finally, near 
the end and after the crisis, new firms emerge to exploit the niches once occupied by failed 
firms as well as niches suddenly exposed in the new environment, resulting in increased 
migration. . 

Accounting is an economic institution that has long been seen as subject to evolutionary 
change (Littleton 1933). The major challenge in linking Equation (3) with evolutionary 
change in accounting is to identify how much accounting choices are affected by selection 
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Figure 3. Components of evolutionary change in crisis periods. 


Accounting and Business Research 219 


vs. transformation via social transmission whereby some firms mimic others’ accounting 
choices for reasons that are not motivated by survival. For some managerial actions, it is 
more obvious how making the ‘wrong’ decision might threaten a firm’s survival. Entering an 
emerging product market or adopting a new production technology entails greater risk of 
failure when competitors also innovate in pursuit of greater market share (Carroll and 
Hannan 2000, рр. 368—371). Major product design and delivery decisions can be evaluated 
and refined ex ante using market research to identify decision alternatives subject to stronger 
selection effects. 

In contrast, accounting practice at a highly granular level is very likely subject to weak selection 
effects. Consider again the asset capitalisation and depreciation decision. If firms in an industry use 
an average useful life of 10 years to depreciate their assets, will a choice of 8 or 12 years of useful 
life have a material effect on a firm’s survival prospects? In other words, are reasonable differences 
in depreciation useful lives likely to be ‘big enough’ to produce material covariance between the 
accounting practice and firms’ survival? In all likelihood, the answer to this question is по.!! 

Identifying the selection effect of accounting is further complicated because an accounting 
practice has only indirect impact on organisational survival. Accounting is a tool that informs 
managerial decisions, whose outcomes are subject to the force of environmental selection. 
That is, the choice of a particular accounting practice is a choice about the quality of a decision 
aid rather than an economic choice per se. Thus, while a managerial decision may have important 
survival consequences (e.g. the decision to invest in a new production technology), it is less 
obvious how a specific accounting policy (e.g. asset depreciation) will influence organisational 
fitness absent a clear understanding of how the choice of depreciation policy affects the more fun- 
damental investment decision. As a consequence, identification of accounting selection is difficult 
because the selection effect is weak and indirect and there are always other forces affecting man- 
agerial decisions and firm survival. Consistent with this reasoning, mark-to-market accounting 
was blamed by some for the 1929 crash (Walker 1992) and the recent financial crisis (SEC 
2008), but a reliance on historical cost accounting was blamed for extending the 1980s 
Savings and Loan crisis (Benston 1985). 

The net result is that there is no clear accounting analogue to ‘marketing research’ whereby а 
firm can evaluate the effectiveness of an accounting judgment ex ante. Empirically, this is man- 
ifested in the weak statistical association between corporate accounting decisions and economic 
variables expected to influence such decisions (Christie 1990, Watts and Zimmerman 1990, Fields 
et al. 2001). Translated within the context of Equation (3), this implies that the covariance 
between micro-level accounting practices and firm survival is likely indistinguishable from 
zero in most cases. 

If micro-level differences in accounting practice are subject to only weak selection effects, then 
accounting evolution is more likely influenced by socially transmitted norms and conventions that 
emerge when firms mimic the choices of other ‘higher status’ companies (Jamal et al. 2005, Sunder 
2005). As a result, the second term in Equation (3) becomes more important due to human action 
derived from social transmission — that is, "When in Rome do as the Romans do’ (Coleman 1990, 
pp. 241—299, Richerson and Boyd 2005). Such effects become a greater force empirically when 
accounting choices have weak indirect economic consequences (Reppenhagen 2010). 


4.4. Analysing the historical record to detect accounting evolution in action 


There is a long history of professional knowledge sharing among US accountants that facilitates 
the social transmission of micro-level accounting practices (e.g. Miranti 1986). This historically 
has occurred mainly through practice-related publications and coordinated professional edu- 
cation. The Journal of Accountancy produced a monthly column beginning in 1914 titled ‘The 


220 `` G. Waymire and S. Basu 


Student’s Department’ that dispensed information on, and debated the merits of, various features 
of contemporary accounting practice (Moonitz 1970, pp. 147—149). The American Institute of 
Accountants (AIA) also produced a series of 33 ‘Special Bulletins’ on the state of specific 
current practices between January 1920 and December 1929 (Moonitz 1970, pp. 149—155). Simi- 
larly, the Institute of Chartered Accountants in England and Wales (ICAEW) issued 29 ‘N Series’ 
recommendations on accounting principles between 1942 and 1969 (Zeff 2009). The AIA 
initiated an annual survey of corporate accounting and disclosure practices, Accounting Trends 
and Techniques, in 1946 (Gregory 1952) that continues to this day. These kinds of professional 
knowledge sharing arrangements likely increased homogeneity in corporate accounting practice 
(Basu et al. 2009). 

Selection effects in accounting are likely far more significant for broad general accounting 
principles. A weak selection effect for depreciation useful life differences does not imply that rec- 
ognition of assets under an accrual accounting system has no important selection effects. Firms 
using a cash-based accounting system or a single-entry accounting system would likely 
perform more poorly than other firms using an accrual-based, double-entry system, and thus 
have poorer survival prospects. This is the likely link between evolutionary dynamics and 
Byrne’s conjecture that accounting systems based on weak principles would likely be selected 
against because they ‘lead to courses of action which, if too long pursued, will adversely affect 
the health of business’ (1937, pp. 368—371). 

The process by which general accounting principles became recognised and embedded in 
accounting practice was largely inductive (Littleton 1953). The vehicles for defining accounting 
principles involved a combination of individual firm action, the spread of knowledge through pro- 
fessional interaction and the development of textbooks and other educational materials, the actions 
of regulatory and taxing authorities, and decisions in legal cases that affected how business income 
‘and net assets were measured (e.g. Zeff 1971, Miranti 1986, Ball 1989, Previts and Merino 1998). 

Gilman (1939, p. 168) summarises the highly evolved state of accounting practice at the time 
when the first US standard-setting organisation was founded: 


`+ [T]he accountant has come more and more to rely upon precedent as the justification for his various 

-. practices. 
There appears to be some similarity in this respect between law and accounting. The English common 
law consists of certain concepts, rules, theories, or principles based upon precedents. Similarly, there 
seems to have been developed a sort of common law in accounting. Like the English common law, it 
has not adequately been set forth in complete written form but has developed from practical experi- 
ence. This body of opinion is the direct result neither of statute nor edict but was developed by the 
method of trial and error. 


- Thus, some general accounting principles such as conservatism, revenue realisation and 
historical cost have historical antecedents dating back many years, or even centuries, and took 
root in accounting practice by the early twentieth century.'? The application of the lower-of- 
cost-or-market rule -for inventories dates back to fourteenth-century Italy (Littleton 1941). 
Revenue realisation, historical cost and objectivity are derived in part from British-legal cases 
regarding dividends and bankruptcy in the nineteenth century and the later implementation. of 
income tax laws (Paton and Littleton 1940, рр. 18—21, Edey and Panitpakdi 1956, pp. 376— 
379, Chatfield 1974, рр. 97-98, 116, 255—260). An even older principle is that of double 
entry, which spread RHODE Europe via the distribution of Facio s classic text ECCL ee 
1974, рр. 49—50). а 5 

Table 2 summarises the selection, E E о, and Draio effects of Бае evel: 
ution for broad principles vs.. specific. detailed: accounting. procedures such аз depreciation 
useful lives. This table illustrates two important points. First,.we expect that accounting selection, 
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Table 2. "Accounting selection for various hierarchical levels of accounting'choice. 


Selection Transformation Migration 
Level cov(rcona;, pa;) аув[сура; — ра] cov(rcond;, рау) 
Broad principles Stronger effect Weaker than for more Material only when new 
. (e.g. accrual than for specific specific accounting industries are frequent 
accounting) practices practices within the descendant 
population 
Specific accounting Weak effect Driven by norms and More likely new firms enter 
practices (e.g. useful conventions that emerge existing industries within 
life for depreciation) from mimicking the descendant 
behaviour population 


Evolutionary Change Equation: 
Aavgp = cov(rcona;, ра) + avg[e;(pd; — ра] — cov(rcond;, pd;). 

This equation identifies three components of evolutionary change. The first component on the right-hand side represents the 
effect of survival correlated with accounting practices — that is, the degree to which the selection is associated with different 
types of accounting practices in the ancestral population (pa). The second term on the right-hand side of the equation — 
avg[cy(pd; — ра!)) — is a fitness-weighted average change іп the individual values of pa and pd, and represents а 
‘transformation’ component unrelated to selection per sc. The final term arises from the effect of migrations into the 
descendant population that were not present in the ancestral population. 


if it. has a material effect, will be more evident at the level of general principles. This occurs 
because, at highly granular levels, accounting procedures likely have minimal effects on survival 
compared with more basic operating and financing decisions. This implies also that, as the level of 
accounting practice becomes more detailed, accounting evolution will be governed to a greater 
extent by norms and conventions that are socially transmitted through mimicking. | 

Second, we expect in most circumstances that the impact of migration on accounting evol- 
ution will be small. This certainly is true of economic crises where rate of new firm ‘births’ 
slows to a trickle. In macroeconomic expansions, migration can play a larger role because the 
rate with which new firms emerge accelerates. If these new firms are in entirely new industries, 
then it is possible that the effects of migration are substantial because there would be fewer exist- 
ing firms to establish a social benchmark that could be mimicked by new firms. For example, the 
intensive use of stock option compensation by Internet firms and wide variation in their account- 
ing for these options (e.g. whether cash inflows from option exercise should be classified as oper- 
ating cash flows or financing cash flows, or whether the option grants should be treated as expense 
or equity) led to politically charged battles over appropriate accounting. 

Crises that are long lasting and lead to broad declines in macroeconomic activity are more likely 
to motivate sweeping institutional changes. If powerful forces mobilise to supply the changes 
implicit in the heightened demand for accounting change, then accounting change will occur 
more quickly and be larger in magnitude. That is, the evolution of institutions that are highly respon- 
sive to crises will be characterised by ‘punctuated’ rates of change that are larger and more rapid 
following an environmental change (Eldredge and Gould 1972, Gould and Eldredge. 1993).  - 

It is likely that accounting evolution has been characterised by significant discontinuities con- 
sistent with punctuated equilibrium theory. The introduction and widespread adoption of LIFO 
was.likely related to the surge in inflation after the Great Depression (Moonitz 1953, Davis 
1982), and high inflation also likely accounted. for the surge in.LIFO adoption during the 
1970s. Similarly, the expensing of R&D expenditures and intangibles in the USA appears to 
trace back to General Electric's adoption of more conservative accounting for intangibles after 
the Depression -of 1893, and its write-down of $2 million of intangible assets to a nominal 
value. of $1 in 1907, when: its chief competitor, a was pases in receivership 
during the Panic of 1907 (Waymire and. Вази 2007).. : 
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Changes in accounting regulations also appear to be correlated with economic crises. Exten- 
sive changes to bankruptcy statutes and the Companies Act followed economic crises throughout 
nineteenth-century Britain (Littleton 1933). Major changes to US investor protection laws 
occurred after the market crashes of 1907 and 1929, and the Enron and WorldCom scandals pre- 
saged passage of the Sarbanes—Oxley Act in 2002 (Grundfest 2002, Seligman 2003). More gen- 
erally, between one-tenth and one-third of the evolution in major language families occurs in 
punctuated bursts when languages split from one another (Atkinson et al. 2008).'3 If major 
changes in accounting principles (e.g. enforcement of fair value accounting) are akin to splitting 
of languages and if accounting evolves like other languages, then a sizable share of accounting 
evolution is likely to occur in short punctuated bursts. 


4.5. Market and political forces for post-crisis reform 


An economic crisis generates demand for institutional change in accounting (Watts and Zimmer- 
man 1979). This demand can emanate from private sector actors harmed by the failure of existing 
practice, but is fuelled by lawmakers and regulators who have an oversight responsibility for 
financial reporting, as well as policy entrepreneurs who may use crises to enact otherwise unpop- 
ular reforms (e.g. Romano 2005). Our previous Figure 3 depicted how the changing economic 
environment selected surviving firms and institutions similar to biological evolution. However, 
we emphasise that, unlike purely biological selection, economic selection and transformation 
of institutions depends significantly on the beliefs of human actors about these institutions’ effec- 
tiveness. Figure 4 depicts when different actors likely respond to an unfolding crisis, and thereby 
alter the economic environment to possibly amplify or dampen the direct consequences of the 
crisis. This feedback effect has parallels to socio-cultural evolution (Boyd and Richerson 1992). 

Figure 4 shows that market forces are set in motion at the initial stages of a crisis. As the 
economy enters a crisis, firms that are not selected out of existence by bankruptcy or acquisition 
cast about for ways to survive. As described earlier, they will search for appropriate responses by 
examining the behaviours of firms that are less affected by the crisis, as well as descriptions of 
successful actions in similar prior crises. Trade associations and other knowledge-sharing 
arrangements facilitate loosely coordinated responses soon after a crisis emerges. However, if 


SELECTION TRANSFORMATION MIGRATION 
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Figure 4. Accounting evolution in crisis periods through markets and politics. 
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firms face a Prisoner’s Dilemma where the individually optimal action is inconsistent with the 
socially optimal action, then coordination and free-rider problems will likely surface. In such situ- 
ations, firms acting individually will likely not ameliorate the crisis. The consequence is that the 
market may undersupply institutional change. 

As the initial effects of the crisis are transmitted through the economy via bankruptcies, 
restructurings and layoffs, political pressure builds up on regulators and politicians to 
address the ongoing crisis. If there is sufficient pressure, public hearings will be held to identify 
potential causes of the crisis and possible remedies. Thus, there can be a post-crisis speculative 
frenzy in regulation that resembles the speculative frenzy in a market bubble (Ribstein 2003). 
Policy entrepreneurs step in to the breach with previously rejected pet proposals that they 
argue would have prevented the crisis. That is, as explained by Rahm Emanuel, former 
White House Chief of Staff, “You never want a serious crisis to go to waste’ (Rosenthal 
2009). Furthermore, rent-seekers organise political coalitions to lobby for institutional 
change that would garner special favours for coalition members or raise the cost of their com- 
petitors (Tullock 1967, Krueger 1974). Such rent-seekers often stealthily fund the efforts of 
well-meaning reformers to avoid tipping off their political opponents (Yandle 1983, Tabarrok 
1998). Since politicians and regulators prefer to respond to the electorate promptly, they fre- 
quently enact the pre-packaged policy proposals that have been kept on hold awaiting the 
crisis (Friedman 1982). 

Friedman (1982, Preface, p. ix) succinctly describes the impact of a crisis on institutional 
change and the role of policy entrepreneurs: 


There is enormous inertia — a tyranny of the status quo — in private and especially governmental 
arrangements. Only a crisis — actual or perceived — produces real change. When that crisis occurs, 
the actions that are taken depend on the ideas that are lying around. That, I believe, is our basic func- 
tion: to develop alternatives to existing policies, to keep them alive and available until the politically 
impossible becomes politically inevitable. 


These political responses can either amplify or dampen the crisis, and it is often difficult to ascer- 
tain ex ante which directional effect will occur (Merton 1936). Almost by definition, a crisis is a 
period of heightened Knightian uncertainty or ambiguity (Knight 1921), in which actors are not 
sure how long the bad times will last, or even whether the economy could decline further. Individuals 
react more intensely to ambiguous situations (Knight 1921, Ellsberg 1961), often conflating the 
possibility of catastrophe with catastrophe itself. A recent example is the worldwide panic that fol- 
lowed the Severe Acute Respiratory Syndrome (SARS) outbreak in the early 2000s that eventually 
turned out to be much less catastrophic than portrayed in the popular press (Caballero 2010). 

A crisis typically arises as a complex consequence of multiple interacting failures of safeguard 
mechanisms (e.g. Gawande 1999), some of which are hidden from public view and only come to 
light much later. Because the relevant information about the causes and immediate effects of the 
crisis are widely distributed and difficult to elicit and combine (Hayek 1945, 1975, Sowell 1980), 
people must act on information that is very limited relative to the information they need to fully com- 
prehend the situation. Seeking to display confidence and ensure public trust in the enacted solutions, 
politicians and regulators often assert they have knowledge that they do not possess (Hayek 1975). 

Given the inherent ambiguity of a crisis, politicians and regulators, like other humans, often 
revert to ideology to make sense of a novel situation (North 2005, pp. 38—64). While ideology 
often provides a coherent worldview, it may also induce a false sense of command of the situation, 
and lead to hubris in attempting to guide the economy to safety (e.g. Kling 2010). For instance, 
market sceptics may desire strict regulation to control exploitive business interests after a crisis. 
Their political opponents will likewise be ideologically prone to scepticism that stringent government 
regulation will favourably alter institutions that have organically arisen from past market interaction. 
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- Because enactment and enforcement of laws take time; new laws may have little impact оп the 
current crisis, either positive or negative. However, the economy could continue to worsen, 
leading to further regulatory actions that again have little immediate impact but potentially 
adverse long-term consequences. Indeed, it is rare that policymakers consider the possibility 
that current ‘crises are: the long-term consequence of past laws and regulations, likely because 
people are:predisposed towards identifying and treating immediate and obvious ‘causes’ of pro- 
blems (Lott and Fremling 1989). 

Another potential problem with political responses to crises is that market forces conducive to 
beneficial change may be ‘crowded out’ by policymakers and political actors seeking to exercise 
regulatory power (Watts and Zimmerman 1979). While both market and political forces respond 
to crises, their impact can vary across different institutional environments. The new Varieties of 
Capitalism approach (e.g. Hall and Soskice 2001) differentiates between liberal market econom- 
ies, where markets and firms coordinate most economic activity on a decentralised basis, arid 
coordinated market economies, where non-market coordinating institutions (NMCIs) such as 
trade bodies and networks play an important role. Coordinated market economies can be better 
suited to develop effective market-based responses to crises because of existing ‘links between 
individuals and firms. At the same time, economies with large state sectors may not obtain 
these benefits because political actors may seek to block coordination attempts by non-govern- 
ment institutions that would undermine their own regulatory powers (e.g. Hancké et al. 2007). 

One advantage of market-driven changes is that they can be reversed if they prove disadvan- 
tageous in the long run. Thus, decisions that are voluntary and decentralised are less likely subject 
to undesirable consequences that were not foreseen at the time of the original decision. Changes in 
broad principles or institutions as a whole are more difficult to implement at the market level as 
the feedback effects supporting change are not likely discernible by individual managers nor are 
they readily implementable because of collective action problems. If implemented through a pol- 
itical process, the permanence of such changes makes them more susceptible to unforeseen nega- 
tive consequences. In sum, adverse market-driven changes are less likely to survive whereas 
coerced changes through political forces may be sticky due to penalties enacted to make the insti- 
tution work. Furthermore, the optimal changes in response to a crisis likely vay between different 
varieties of capitalism (Walker 2010). 


5. . Conclusions and opportunities for future research 


The conclusions from our analysis are modest because we know so little about the relation between 
corporate accounting and economic crises. In evaluating whether accounting is a causal factor 
behind crises, extant evidence suggests that accounting is probably only a secondary causal 
‘factor that can amplify a crisis. In considering the relation between economic crises and accounting 
evolution, it is likely that we have not been asking the correct question. As such, the literature may 
be long on conjecture about how accounting *evolves', but is short of serious understanding of how 
the evolution of accounting has been influenced by various economic, political and cultural forces. 
Finally, the deep links between economic crises and accounting evolution are largely non-existerit. 
We clearly know that political forces are implicated often after a crisis, but we have little understand- 
ing of the basic psychological motives and long-term consequences of regulation. 

` The obvious conclusion from this paper is that considerable opportunities for future research 
exist. Accordingly, we close by highlighting opportunities for future research ‹ on the relation 
between economic crises and СИЛЕ evolution. 


5.1. . Future Аган оп Mueren as a causal Tore underlying economic crises 


Opportunities for future research on the role of accounting during periods of economic crisis are 
considerable. As a precursor to. more advanced work, it would be helpful to have a better 
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descriptive database on how often accounting is implicated in an economic crisis historically. For 
example, if one took a large sample of crises like Reinhart and Rogoff (2009), how often is 
accounting cited in contemporary accounts of the crisis? If so, what kinds of accounting weak- 
nesses are alleged? Are the issues described in these accounts raised by regulators, or do they 
come directly from market participants? If regulators and politicians raise issues about account- 
ing, what kinds of legal and regulatory changes are fashioned in response to the crisis? We would 
also encourage more empirical work along the lines of Lang and Maffett (2010) searching for sys- 
tematic relations between accounting quality and crisis severity over multiple crises. 

What is the psychological mechanism that leads to repeated scapegoating of accounting after 
crises? Is it crowd psychology that demands that somebody be punished to atone for the harm 
suffered by many (Freud 1922, Reicher 2002)? Is it a belief that crises would have been prevented 
if only better information had been publicly available before the crisis? Is it a belief that regulators 
can make better decisions using only public information than can market participants acting on 
their private and public information? 

More experimental work can provide insights on how accounting influences the propensity of 
a market to exhibit asset price bubbles. Hobson (2010) provides some intriguing results, but 
extensions could consider how specific features of the accounting system influence bubble— 
crash dynamics. Are bubbles and crashes more or less likely when audited accounting information 
is available? How is this relation affected by the availability of private information for some 
investors but not others? Does required use of fair value data during a bubble cause prices to 
depart even further from fundamentals both during the bubble and subsequently during the 
crash? Is it possible to also use such results to build agent-based models that could link better 
with empirical regularities observed in naturally occurring data? 


5.2. Future research on accounting evolution and economic crises 


We suggest that future research should focus on three areas: historical analyses; path dependency; and 
understanding how policies are shaped by crises. Our first area concerns historical analyses of econ- 
omic crises, changes in law and the resulting accounting implications. The case law following crises 
can provide clues as to whether accounting issues surfaced in cases of corporate failure. In particular, 
historical description of various accounting issues arising from corporate failures would be useful. 

Brief (1965) cites one historical example of how seemingly deficient accounting for fixed 
assets (i.e. replacement accounting) led to poor investment decisions by railroads and their sub- 
sequent failure. More generally, American case law addressing accounting issues dates back to the 
early nineteenth century (Reid 1988) and British case law dates back at least to the same period 
(Littleton 1933). This corpus of law could be evaluated over the period of the past two centuries 
(Mills 1993) to see how often accounting plays a role in cases involving corporate failures follow- 
ing economic crises. 

Another implication of evolutionary change is that an evolutionary process gives rise to 
history (Boyd and Richerson 1992), or put differently, accounting evolution is path-dependent. 
Our second suggestion is that it seems plausible that phylogenies of accounting culture can be 
constructed to establish lines of descent of specific practices (Boyd et al. 1997). Constructing ‘cul- 
tural phylogenies’ of accounting theories and methods would allow us to better understand how 
new accounting methods originate, how these methods developed through time and are sub- 
sequently transmitted to different settings. 

As one example, consider the accounting method for corporate mergers called ‘pooling of 
interests’ method.'* Variants of the pooling method were seen in efforts to regulate California 
public utilities in the late 1920s (Waymire and Basu 2007, р. 15).'> There is little quantitative evi- 
dence on the spread of this method to non-regulated utilities and the vehicles through which this 
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method was socially:transmitted.!- More generally, an analysis of this type will be a-useful pre- 
cursor to simulation analyses that provide insights into evolution and selection of various account- 
ing practices. This approach is used frequently in studying bio-cultural evolution (e.g. Bowles 
et al. 2003). 

Finally, if human nature compels us to exercise control over our environment and crises are 
inevitable consequences of market economies, it seems reasonable to ask: can we ever acquire the 
kinds of knowledge that would allow us to successfully identify and implement reforms in the 
aftermath of an economic crisis? A necessary starting point for answering this question would 
be- gaining a better understanding of how policy has historically been shaped by crises. 

Is it the case that accounting practice and policy have-been characterised by large changes 
consistent with punctuated equilibrium? One productive approach would be to examine how 
the politics of accounting regulation are affected by crisis. How often are there crises that are 
not followed by increased efforts to regulate corporate accounting and reporting? If so, what dis- 
tinguishes these events from others where major reforms are attempted? A sample could be con- 
structed from the crises examined by Reinhart and Rogoff (2009), and cross-indexed against 
accounting changes in different countries (e.g. Zeff 1971). 

It would also be useful to examine the time series of crises for evidence that crises are caused 
in part by past attempts at reform. If stringent regulation is followed by longer term unintended 
consequences as individuals seek to avoid regulation, how do policymakers respond when evi- 
dence of such behaviour surfaces? That is, are we left with a ‘vicious cycle’ of crises followed 
by bouts of regulatory panic where we always treat observable symptoms without consideration 
of the long-term health of the economic system? 
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Notes 
1. Thisis partly because neo-classical economics primarily analyses equilibrium conditions during which 
. Stable behaviour is optimal for all parties. In contrast, crises are periods of severe economic disconti- 
nuity, and agents may have to drastically alter their behaviours even to survive. While beneficial in 
many ways, economists' tendency to rely on equilibrium analyses has limited the study and under- 

standing of disequilibrium phenomena (Robinson 1962/2008, рр. 79—83, Colander et al. 2009). 

Jacobellis v. Ohio 378 US 184 (1964). 

Government defaults and currency degradation might also be relevant to accounting, but this relation 

does not primarily concern corporate reporting. For example, government off-balance sheet liabilities 

and a lack of accrual accounting by the US government are frequently criticised. In addition, calls for 
inflation accounting frequently follow large and persistent currency degradation. 

4. We view managerial accounting as necessary not only for profit-seeking businesses but also temples 

i and organised religions, clans, governments, armies, cooperatives, charities and various other organ- 
isations that control lots of resources. Similarly, we view entrepreneurs more broadly as organisation 
- founders. 

5. Allen and Carletti (2008) and Plantin et al. (2008) provide theoretical models showing how fair value 
accounting can lead to inefficiencies in the real decisions by managers of banks and insurance firms. 
However, Ryan (2008) argues that feedback effects from fair value accounting could have contributed 
only slightly to market. illiquidity during the crisis. In response Чо political pressure, FASB relaxed 
application of its fair value rules in April 2010. 


ыы 


10. 


11. 


12. 


13. 


14. 


15. 


16. 
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Another possibility is that lenders made insufficient provisions ex ante for potential loan losses during 
the real estate bubble and that more conservative estimates might have reined in some of the excessive 
lending. However, the human tendency to over-extrapolate from a short sequence of observations (e.g. 
Bloomfield and Hales 2002) as well as direct and indirect government subsidies likely swamped more 
conservative tendencies. 

George Stigler (1988, p. 218), writing on the value of historical scholarship, remarks that a ‘useful and 
somewhat surprising lesson of historical scholarship is that widely accepted facts are often wrong. Not 
minor facts suitable for a game of trivia, but pervasive facts that have a powerful influence on how a 
science thinks and works.’ See also Hayek (1954, pp. 1—2). 

Arnold and McCartney (2003, fn. 5) point out that Adams (1886, p. 85) portrays the UK Railway Regu- 
lation Act of 1844 as a consequence of the UK ‘Railway Mania’ by incorrectly dating the mania in 1844 
before the act instead of the correct dates 1845—47, which inconveniently followed the act. 
Maximising profit in a world of uncertainty is not necessarily synonymous with acting to improve survival 
prospects (Alchian 1950, Radner 1996). The idea that accounting can facilitate improved firm performance 
is at the heart of the hypothesis that double-entry accounting was responsible for the rise of capitalist organ- 
isations (Sombart 1919, Weber 1927, Schumpeter 1942, Mises 1949, и 1975, pp. 81—84). 

Heads and Leuzinger (2011) recently reported the discovery of a 100 million-year-old fossil that 
appears anatomically identical to living splay-footed crickets, revealing that the genus has been in a 
period of ‘evolutionary stasis’ in a stable arid or semi-arid monsoonal habitat for at least the last 
100 million years. 

At this point, we assume a competitive environment and disregard the ‘bright-line’ use of accounting 
numbers for tax and regulatory purposes (e.g. Watts and Zimmerman 1986), which may have a sizable 
and direct impact on firm prospects. Such effects are clearly very important in some countries, indus- 
tries and time periods than others, but less relevant to a general theory of accounting evolution. 
Dickhaut et al. (2010a) survey recent neuroeconomics research showing that modern primates’ brains 
operate in ways consistent with culturally evolved accounting principles. Thus, some modern account- 
ing principles have links with neurological behaviours evolved over millions of years. 

Pagel et al. (2006) estimate that about 22% of genetic changes among biological species occurs in 
punctuated bursts, which suggests that punctuated equilibrium accounts for a significant proportion 
of evolution in multiple domains. 

Another prominent historical example is the practice of fully expensing research and development 
costs and leaving an intangible asset at nominal value on the balance sheet. Waymire and Basu 
(2007, рр. 31—40) describe the origins and subsequent spread of this practice in the USA after 1900. 
Asset write-ups on the books of utilities in the 1920s occurred as a result of mergers, reorganisations 
and write-ups following asset appraisals (Barnes 1942, pp. 91-101, Twentieth Century Fund 1948, 
рр. 260—272, Bauer 1950, р. 102, Foster and Rodey 1951, р. 317). In response, a California regulatory 
commission required a utility to record assets bought in an acquisition to be recorded at ‘original cost’ 
to the seller with the excess of price over original cost written off to surplus or earnings (Twentieth 
Century Fund 1948, p. 261), a 1931 Wisconsin law required that subsequent acquisitions be recorded 
at ‘original cost’ and а 1933 New York law required that ‘original cost’ be applied retroactively to prior 
transactions (Foster and Rodey 1951, p. 293). However, Foster and Rodey (1951, p. 297) note ‘As late 
as 1933 it apparently had not occurred to accounting authorities generally that original cost might be 
defined to mean cost to a predecessor company.’ 

Rayburn and Powers (1991) provide a history of the use of pooling of interests accounting in the USA. 
FASB (2001) banned usage of the pooling-of-interests method in the financial statements of publicly- 
traded US companies starting from July 2001. 
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This paper provides an academic perspective on the development of the EU's harmonisation project 
based on Intemational Financial Reporting Standards (IFRS), on the costs and benefits of IFRS 
adoption in Europe, and on the research challenges that arise. The paper reviews the 
accumulating academic evidence, emphasizing the effectiveness and transparency of the 
enforcement framework, and documenting the main lessons to be learned from the research 
programme on EU IFRS implementation conducted within the INTACCT network. Results on 
the consequences of IFRS adoption and the quality of implementation are far from uniform 
across Europe, and depend on factors reflecting preparer incentives and the effectiveness of 
local enforcement. The paper also outlines a possible altemative proposal for the organisation 
and development of enforcement activities in Europe. : 
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1. Introduction 


From 2005 more than 7000 EU firms have been required to produce consolidated financial state- 
ments prepared under International Financial Reporting Standards (IFRS) (CESR 2007). Some 
5323 of these firms are equity issuers. EU Regulation 1606/2002 requires that all listed European 
Union companies should report consolidated financial statements for financial years commencing 
on or after 1 January 2005 using IFRS. This important regulatory initiative has provided research- 
ers with a useful setting for a large-scale ‘natural experiment’ in accounting, given that a clearly 
defined change that is outside the control of the investigators has taken place, allowing for poten- 
tial observational studies that may draw inferences about causes and effects associated with the 
transition to IFRS. 

As is the case in many regulatory initiatives involving radical change, the European Union 
proposal to harmonise financial reporting with IFRS was developed normatively, based on 
well-argued principles suggesting significant potential economic benefits which are discussed 
in greater detail later in this paper. However, the enabling regulation was put in place without 
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the. benefit of the empirical support based on prior experience that ‘could: have allowed the 
expected benefits of the switch:to IFRS to be estimated and evaluated against estimated costs. 
Anecdotal evidence (and limited formal evidence) suggests that the switch from local GAAP 
to IFRS has imposed significant direct and indirect costs on corporate Europe, although the 
costs are likely to be distributed unevenly and dependent on the ‘distance’ from local GAAP 
to IFRS together with the implementation effort expended by firms and auditors, and corporate 
characteristics: such as size and complexity. Evidence now accumulating shows that positive 
capital market benefits can arise as a result of IFRS adoption, although the. institutional setting 
of financial reporting seems to be critically important for such benefits to accrue. . 

Our main objectives in this paper are as follows. In Section 2 we describe the background to 
the development of the EU's harmonisation project based on IFRS, briefly reviewing the histori- 
cal development of the International Accounting Standards Board (IASB) and the EU policy 
debate on harmonisation of accounting standards. Section 3 discusses the implementation frame- 
work for IFRS that has been applied in Europe. Central to this evaluation is an apparent fault line 
centred on the effectiveness and transparency of the enforcement framework. We then consider in 
Section 4 the need for systematic evidence on the costs and benefits of IFRS adoption in Europe 
and identify some of the main methodological challenges that must be addressed for policy-rel- 
evant research to contribute to the ongoing development of financial reporting regulation in 
Europe. In Section 5 we review the evidence emerging from the EC-funded INTACCT project. 
A major pattern to these results is that accounting qualities often associated with user needs 
may have changed as a consequence of the introduction of IFRS, and, whilst some of the benefits 
from increased transparency appear to have been realised, the results are far from uniform across 
the Europe Union due to heterogeneous preparer incentives and differing enforcement mechan- 
isms in member states. We conclude in Section 6 by proposing further research and discussing 
the need for a better enforcement framework. 


2. Background 


Academic research can provide useful feedback to accounting standard-setters (e.g. the IASB) and 
policymakers (e.g. the European Commission) on the accounting and economic consequences of 
regulatory change. However, in the context of the European IFRS experiment, it is first helpful 
to consider the objectives of the IASB and of the European Commission. It is also instructive to 
be clear about the mechanisms on which regulatory change in Europe relies. In this section, we 
review the context of IAS/IFRS and the way in which they have been introduced in Europe. 


2.1. .The objectives of the IASB 


The IASB evolved from the International Accounting Standards Committee (IASC), the origins 
of which can in turn be.traced back to the Accountants’ International Study Group formed in.1966 
by professional accounting bodies from Canada, UK and USA (Street and Shaughnessy 1998, 
Camfferman and Zeff 2007). The IASC was formed in 1973 and comprised professional 
bodies involved in setting their own standards in Australia,. Canada, France, Germany, Japan, 
Mexico, Netherlands; UK, Ireland and USA. From 1992.to 2001 a working group reflecting 
Anglo-American perspectives coexisted alongside the IASC, known as the G4,. comprising. the 
standard-setters from Australia, Canada, New Zealand, UK and USA. The.IASC had observer 
status; at G4 meetings. — hence the group became known as the G4 + 1. This body played an 
important role in triggering: the formation of the IASC's Strategy Working Party in-1997, and 
eventually recommended the restructuring and replacement of the IASC E the IASB, an event 
that finally took place in April 2001. E 
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It is instructive to consider how the focus and objectives of the bodies promoting international 
accounting standards have changed over time. Doing so helps point to an important fault line that 
has emerged in the regulatory framework for financial reporting, at least in Europe. Street and 
Shaughnessy (1998) record that the IASC was founded with the following objectives: 


(1) to formulate and publish in the public interest accounting standards to be observed in the 
presentation of financial statements and to promote their worldwide acceptance and 
observance; and 

(2) to work generally for the improvement and harmonisation of regulations, accounting 
standards and procedures relating to the presentation of financial statements. 


We note that the IASC’s remit explicitly included the promotion of worldwide observance of 
international accounting standards, as well as their acceptance. It also aimed to work for the 
improvement and harmonisation of regulations and procedures relevant to financial reporting, 
as well as the standards themselves. Therefore, the IASC at least implicitly recognised that suc- 
cessful harmonisation of financial reporting could not be achieved solely through the develop- 
ment and promotion of harmonised accounting standards. The regulatory environment of 
financial reporting was also being acknowledged as important. 

Under Article 2 of the IFRS Foundation Constitution, as revised in 2010, the objectives of the 
TASB are defined as follows: 


(a) To develop, in the public interest, a single set of high quality, understandable, enforceable 
and globally accepted financial reporting standards based upon clearly articulated prin- 
ciples. These standards should require high quality, transparent and comparable infor- 
mation in financial statements and other financial reporting to help investors, other 
participants in the world’s capital markets and other users of financial information 
make economic decisions. 

(b) To promote the use and rigorous application of those standards. 

(c) To promote and facilitate adoption of International Financial Reporting Standards (IFRS), 
being the standards and interpretations issued by the IASB, through the convergence of 
national accounting standards and IFRS.! 


It is interesting that there seems to be a subtle shift away from the IASC's emphasis on broader 
harmonisation of regulations and procedures relating to financial reporting. In contrast, the IASB 
remit aims to produce enforceable standards but sidesteps the issue of how enforcement will arise 
by referring only to the promotion of ‘... the rigorous application of those standards’. The stan- 
dards need to be enforceable, but it is not the IASB's problem if their standards are not enforced 
effectively. Some of those connected with the IASB have sometimes been heard to argue the 
importance of global consistency in application and enforcement. However, this is in a sense 
‘cheap talk’. We argue that, despite accumulating evidence that the quality of application of 
IFRS is inconsistent across countries, the IASB has been remarkably silent on the possible 
dangers of low quality adoption. Low quality adoption could occur as a result not only of a 
lack of accounting expertise on the part of preparers or auditors, but also from ‘pseudo-adoption’ 
where firms’ managers claim to be complying with IFRS while doing something different, 
perhaps for private rent-seeking reasons or to privilege one group of corporate stakeholders 
(e.g. family block-holders) at the expense of another stakeholder group (e.g. creditors). Whatever 
the cause might be, inconsistent application of IFRS will follow when enforcement is not as rig- 
orous in some countries as in others. It is far from clear that under such circumstances the benefits 
predicted to follow from harmonisation based on IFRS will necessarily follow. We will discuss 
this issue further below. 
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2.2. The objectives of IFRS 


As is made clear in the first of the IASB objectives, the IASB's intention is that IFRS should be 
relevant to the economic decisions of capital market participants and other, unspecified, user 
groups. The criteria that should determine relevance to users, and who those users are, are not 
spelled out in the IASB Constitution. Until recently the IASB has relied on the Framework for 
the Preparation and Presentation of Financial Statements published by its predecessor the 
IASC to provide the conceptual basis for its standards, including the identification of user 
needs. However, the IASB has made progress recently in revising parts of the Framework in 
the first steps towards defining its own Conceptual Framework to underpin its principles-based 
approach to standard-setting. The publication in September 2010 of Chapters 1 and 3 of the Con- 
ceptual Framework (IASB 2010) provides a clear indication of the IASB's current perspective on 
the objectives of financial statements and the characteristics that determine the usefulness of 
financial statement information. 

According to Chapter 1 of the Conceptual Framework, (general purpose) financial statements 
Should be oriented towards primary users who include existing and potential investors, lenders 
and other creditors who provide resources to the entity and who do not have contractual rights 
to demand information direct from reporting entities. Contractual rights to demand information 
depend on the nature of a user's claim and will dictate reliance on general purpose financial state- 
ments. For example, a bank has a right to demand private information in loan contracting but 
holders of public bond issues do not. Accordingly, the IASB considers investors and creditors 
who rely on published financial statements as the primary users towards whose needs IFRS 
should be oriented. 

Chapter 1 of the Conceptual Framework then continues to identify the nature of the information 
that financial statements should contain. Essentially this reduces to information on the entity's 
economic resources and claims, a stock concept, and changes in those economic resources and 
claims, a flow concept. The IASB maintains that a combination of the stock and flow of économic 
resources and claims will broadly satisfy the varied information needs of the range of primary users 
considered to be the focus of financial reporting. Notably, whilst the IASB partly acknowledges the 
stewardship role of financial statements and suggests that in focusing on resource allocation 
decisions the Conceptual Framework captures this role, the term ‘stewardship’ is not used explicitly. 
The IASB also highlights the complementary roles of accrual information and cash flow infor- 
mation in helping users to estimate an entity's future cash flows. But what specific properties of 
financial statements and the numbers they contain are believed to be important? 

The objectives laid out in the IASB Constitution refer only to general macro-level properties that 
should apply to international accounting standards. There should be a single set; and they should be 
high quality, understandable and enforceable. The financial statements that result should be trans- 
parent and comparable. The definition of ‘high quality’ could be traced to the IASC's 1989 Frame- 
work for the Preparation and Presentation of Financial Statements, which was adopted by the 
IASB in 2001 as its own framework guiding the development of IFRS. The Framework refers to 
four principal qualitative characteristics of financial statements, namely, understandability, rel- 
evance, reliability and comparability. Chapter 3 of the IASB's new Conceptual Framework 
refines the definition of desirable qualitative characteristics by defining two fundamental qualitative 
characteristics that financial statements should satisfy to meet user needs, namely, relevance and 
faithful representation. It further defines four ‘enhancing’ qualitative characteristics affecting 
the usefulness of information that is both relevant and faithfully represented: (1) comparability, 
(1) verifiability, (iii) timeliness and (iv) understandability. We will discuss below the extent to 
which academic research can shed light on whether IFRS has enhanced the usefulness of financial 
statements in relation to these characteristics. 
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2.3. The demand side of IAS/IFRS 


As noted above, international harmonisation of financial reporting was explicitly acknowledged 
as central to the original mandate of the IASC when it was formed in 1973 by collaborating 
national accounting standard-setters. However, the IASC was not an initiative triggered by the 
supply side of financial reporting regulation in isolation. On the demand side, international 
audit firms and multinational preparers were also active in promoting the IASC as a common 
financial reporting framework (Whittington 2005). There was also demand for international stan- 
dards from countries lacking capacity or expertise to set their own local standards. In the 1990s, 
international security regulators formally recognised the advantages of international harmonisa- 
tion of financial reporting for international capital markets, culminating in the endorsement of 
IAS by the International Organization of Securities Commissions (IOSCO). 

The European Union is perhaps the most important international organisation to emerge as a 
source of demand for international harmonisation based on IAS. The principles underpinning this 
demand originate in the objectives of the former European Economic Community (EEC). The 
Treaty of Rome (1957) had defined the objectives of the EEC to include the free movement of 
capital, and this led to attempts to harmonise company law in member states using Directives.’ 
"These require national laws to comply with principles and criteria stated in the Directives. The 
initial approach taken by the European Commission to harmonise financial reporting across 
Europe was through the Fourth and Seventh Directives, issued in 1978 and 1983, respectively. 
Although the Commission's original intention had been to develop a comprehensive European 
accounting system based on the French ‘plan comptable’, the expansion of the EEC to include 
UK, Ireland and Denmark made consensus impossible (Roberts et a]. 1996). Thus the Directives 
focused on providing broad guidelines on the content and form of accounts, audit requirements 
and accounting measurement principles, and allowed various options reflecting the diversity of 
practice across Europe at the time in order to achieve agreement across member states (Thorell 
and Whittington 1994).* The result was that the Directives were not effective in promoting sig- 
nificant convergence of financial reporting practices across Europe. Member states tended to 
retain their own national GAAP systems. For example, the UK retained its own Accounting Stan- 
dards Committee (subsequently restructured as the Accounting Standards Board) to promulgate 
accounting standards to be used by UK companies. The European Commission seriously con- 
sidered proposals to establish an EU accounting standard-setter to supersede national standard- 
setters (Haller 2002), but this proposal met with strong objections, partly because it was seen 
as a possible obstacle to wider international harmonisation. 

Rather than seeking to develop EU-specific accounting standards, in 2002 the European Com- 
mission finally decided to adopt International Accounting Standards. This followed the emphasis 
placed in the Lisbon European Council Conclusions on creating a single financial market to 
contribute to EU growth and employment opportunities.? In turn, in the Financial Reporting Strat- 
egy outlined by the European Commission, deep, liquid securities markets were viewed as being 
beneficial to both issuers and investors (EC 2000, para. 1), although the economic mechanisms 
leading to benefits were not articulated. Comparability of financial statements through common 
reporting standards was considered by the Commission to be a priority in achieving the aim of 
the single financial market. Further, the reporting standards should be transparent, fully under- 
stood, properly audited and effectively enforced (EC 2000, para. 2). The Commission also 
defines qualities of financial reporting information that it regards as important, including 
relevance, timeliness, reliability and comparability (EC 2000, para. 8). Article 3.2 of Regulation 
1606/2002, the EC instrument that mandates IAS/IFRS in the EU, reiterates that financial infor- 
mation needed for making economic decisions and assessing the stewardship of management 
should satisfy the criteria of understandability, relevance, reliability and comparability. 
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The Commission’s perspective on financial reporting quality is clearly closely associated with the 
principles underlying the IASB agenda. As we have seen above, the IASB identifies three of the 
four characteristics as fundamental (relevance) or enhancing (timeliness and comparability) quali- 
tative characteristics in its Conceptual Framework, although it now prefers to refer to the concept 
of faithful representation to capture ideas traditionally associated with reliability. 

Given the objectives for financial statements that it had defined, it is no surprise that the 
Commission recommended adoption of IAS. This solution had the advantages of achieving 
harmonisation within Europe as part of a broader initiative towards international harmonisation, 
but in a way that did not involve adopting US GAAP. EU-listed companies were increasingly 
adopting US GAAP by the late 1990s on a voluntary basis, and while this provided the most 
credible alternative to IAS as a way of achieving international standardisation, .political 
objections to further harmonisation of the regulatory framework for accounting in Europe on 
the basis of US GAAP were almost inevitable. However, in its justification for proposing 
adoption of IAS, the European Commission argued that IAS is preferable primarily because 
it is oriented towards the needs of international business and is not tailored to the US business 
environment, like US GAAP. It further argued that implementation of IAS would be less costly 
than US GAAP, essentially because of the voluminous rules-based content of US GAAP. By 
adopting IAS/IFRS for financial reporting by companies with securities listed on EU-regulated 
markets, the Commission considerably enhanced the international credibility of the IASB 
project. 

While the original intention was to harmonise financial reporting for all companies, the EU 
decision to require only listed companies to report under IFRS explicitly recognises that such 
companies are most heavily dependent on general purpose financial reporting quality because 
they raise capital from public markets. In contrast, privately held companies can more easily 
inform investors via private communication channels, where the financing relationships that 
involve private equity investors and bank lenders can be structured as private contracts specifying 
information disclosure and performance obligations aimed at protecting such investors and credi- 
tors (Buijink et al. 2010). Therefore, the European Commission's ultimate objectives for the IFRS 
project appear to have been market outcomes. The justification (or at least some of the rhetoric) 
surrounding the proposals for harmonisation based on IFRS referred to economic growth and 
employment opportunities, and therefore it seems that there was a belief that accounting harmo- 
nisation would have favourable consequences for product and labour markets. However, it is 
evident that the main focus in the case for IFRS-based harmonisation has centred on potential ben- 
eficial capital market consequences. 

While positive capital market consequences may have been hoped for at the time, the Com- 
mission’s Strategy document of 2000 was remarkably imprecise about the potential benefits, 
restricting itself to quite vague predictions that harmonisation of financial reporting would 
assist the development of deep and liquid European capital markets that would benefit both 
issuers and investors, without specifying how these benefits would accrue (EC 2000, para. 1). 
It went on to argue that periodic financial reporting can ‘... ensure transparency, provide safe- 
guards for investors and contribute to the overall stability of markets’ (EC 2000, para. 3). Regu- 
lation 1606/2002 goes a little further, justifying itself as promoting the efficient and cost-effective 
functioning of the capital market, the protection of investors and the maintenance of confidence in 
the financial markets (EC 2000, para. 4). Regulation 1606/2002 also claims that it-will reinforce 
the freedom of movement of capital in the internal market and helps to enable European compa- 
nies to compete on an equal footing for financial resources available in European capital markets, 
as well as in world capital markets (EC 2000, paras. 4, 5). 

It is interesting nevertheless that the official EC documents promoting the adoption of IAS 7 
IFRS were quite careful to. avoid claiming that IFRS introduction would, de facto, lead ќо а 
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reduction in the cost of capital. However, European Commissioner McCreevy, responsible for the 
Internal Market and Services (2004—10), did venture to state in 2005: 


As users become more familiar and confident with IFRS, the cost of capital for companies using IFRS 
should fall. It should lead to more efficient capital allocation and greater cross-border investment, 
thereby promoting growth and employment in Europe. (McCreevy 2005, emphasis added) 


The chairman of the IASB, Sir David Tweedie, is also quoted as saying in 2005: 


It [IFRS adoption] will save companies a huge amount of cash because it is going to reduce the cost of 
capital, and that makes it much easier to invest ... It will reduce many of the risk pressures that stop а 
lot of investment. 


This belief is now explicitly captured in the IASB's emerging Conceptual Framework. In provid- 
ing relevant and faithfully representative financial information to users, the IASB states that IFRS 
will *... help users to make decisions with more confidence. This results in more efficient func- 
tioning of capital markets and a lower cost of capital for the economy as a whole' (IASB 2010, 
QC37). This is a bold claim for many reasons, but especially because it neglects the issue of the 
quality of enforcement. 


3. The implementation framework 
3.1. . Endorsement of IFRS 


Regulation 1606/2002 not only mandates financial reporting under IFRS for European-listed 
firms, it also lays out the regulatory framework within which IFRS are to be endorsed and 
enforced. It does not unconditionally require the specific application of ‘IAS/IFRS’, but rather 
that ‘international standards’ will only be endorsed for adoption if they are judged by the Euro- 
pean Commission to meet certain required criteria defining their technical quality. Regulation 
1606/2002 requires the formation of a technical committee to provide advice prior to such endor- 
sement, a role that is fulfilled by the European Financial Reporting Advisory Group (EFRAQ). Its 
formal role is to provide advice to the Commission on all issues relating to the application of IFRS 
in the EU. EFRAG itself operates through a Technical Expert Group comprising 11 voting 
members, and various working groups examining different areas relevant to financial reporting 
policy debate. EFRAG has an important role in commenting on IASB policy papers and exposure 
drafts and EFRAG representatives also attend IASB Working Group meetings as observers. 

The European Commission also consults with the member states of the EU prior to endorsing 
international standards. This political-level consultation occurs through the Accounting Regulat- 
ory Committee (ARC). EFRAG also participates in ARC meetings in the role of official adviser. 
The role of the ARC is to provide opinion on Commission proposals to adopt and endorse inter- 
national standards and amendments to standards as they become available from the IASB. The 
area of Figure 1 above and to the left of the wavy line attempts to summarise diagrammatically 
the main bodies involved in the international standards endorsement process within the EU. 


3.2. Enforcement 


The area of Figure 1 to the right and below the wavy line seeks to summarise the enforcement side 
of the European IFRS experiment. The enforcement regime is an important, and often seriously 
neglected, aspect of the experiment. The need for an effective enforcement infrastructure is expli- 
citly. recognised as important in the Commission's Strategy document of 2000, which states that 
enforcement necessitates clear accounting standards, timely interpretations and implementation 


240 . РЕ Pope and S.J. McLeay 


7 JASB 


International Accounting 
Standards Board 


IFRS 


| European Commission | Commission |.——— ———————— | _internationat Financial 
Reporting Standards 













Pn 


Accounting Regulatory 
Committee 


EFRAG 


European Financial 
Reporting Advisory Group 









CESR 


Committee of European 
Securities Regulators* 


National Enforcer Bodies 
e.g. Autorité des Marchés Financiers (AMF) => Pre parers 
Financial Reporting Review Panel (FRRP) 


Figure 1. The European implementation framework. 
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Securities and Markets Authority (ESMA). 


guidance, statutory audit, monitoring by supervisors and effective sanctions. With regards to the 
supervisory role and effective sanctions, the Commission’s stance has consistently been to del- 
egate the enforcement process to domestic securities market regulators. 

Regulation 1606/2002 charges the Committee of European Securities Regulators (CESR)’ 
with the task of developing a common approach to enforcement (para. 16). The expectation 
was that CESR would establish a uniform system of monitoring (Whittington 2005). However, 
under Article 10 of the Treaty of Rome, the legal responsibility for enforcement rests with 
National Regulators working within the framework established by CESR. This framework is 
founded on two Standards defining the criteria thought necessary to ensure effective enforcement 
of compliance with IFRS. CESR’s ‘Standard No. 1 on Financial Information: Enforcement of 
Standards on Financial Information in Europe’ establishes the minimum criteria that each 
member state should satisfy in order to meet the obligation to ensure effective enforcement.mech- 
anisms. For example, enforcement reviews should be carried out by independent and competent 
authorities or other bodies, and should be based on cases selected by a combination of risk-based 
assessment and a rotation or sampling approach. When material non-compliance or misstatements 
are uncovered, enforcers are required to take appropriate actions in a timely and consistent 
fashion. In practice, differences in national laws have led to.a variety of definitions of ‘appropriate 
actions’. For example, some member states such as Germany and Denmark follow a ‘name and 
shame’ approach aimed at creating incentives for firms to comply to avoid capital market conse- 
quences from adverse publicity, whereas other member states are apparently prevented from fol- 
lowing such a strategy due to privacy and other laws. The consistency апа speed of adoption of 
the principles in CESR Standard -1 by different EU member states appears to have been mixed 
(Brown and Tarca 2005, CESR 2007). ; - А РАТ" 
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CESR’s ‘Standard No. 2 on Financial Information: Coordination of Enforcement Activities’ 
establishes a database of enforcement cases and decisions, and a bi-monthly forum for dialogue 
between National Enforcers — the European Enforcers Coordination Sessions (EECS). CESR 
periodically publishes anonymised extracts from the database, but the database is neither compre- 
hensive, because cases are added on a discretionary basis when they contain new insights, nor are 
che contents of the database publicly available. CESR itself reports that only 9 of the 29 member 
3tates fully comply with the principles in Standard No. 2 (CESR 2009b). It is an empirical matter 
whether or not different National Enforcers are equally effective in practice, even in the presence 
of a uniform enforcement framework. However, in light of the incomplete adoption of the enfor- 
zement framework established by CESR, it would be no great surprise to find evidence of lack of 
uniformity across Europe in compliance with IFRS. If this were to be the case, the predicted 
зепећ 5 associated with IFRS adoption might also be slow in being realised (Ball 2006). 


4. The potential contribution of academic research 
4.1. The need for research 


Regulators do not have the luxury of being able to conduct controlled and realistic experiments 
that allow regulation to be honed and refined before it is implemented. It can be argued that reg- 
ulators were influenced by the perceived relative success of Anglo-American capital markets in 
developing arguments for IFRS-based financial reporting harmonisation. However, the extension 
of the Anglo-American financial reporting model;to, Continental Europe was indeed experimental 
and is based on a number of important Чеарз of faith? that have been made by both the standard- 
setters (the IASC and the IASB) and by EU policymakers. In particular, the IASC and IASB have 
based their accounting standards on assumed user (investor) information needs plus other sources 
of information on what constitutes high quality information, such as feedback from preparers and 
users as well as some extant academic research. Similarly, the European Commission has 
assumed that the body of IAS/IFRS standards it adopted meets user decision needs. More impor- 
tantly, the Commission has placed considerable trust in the ability of the primary system of 
devolved enforcement to deliver uniformly consistent high quality financial reporting. Generally, 
the key players in the regulatory framework have been forced to speculate on the regulatory 
system, and perhaps ex post will discover mistakes that can be corrected. 

Academic research can inform and provide feedback into a dynamic regulatory process it in 
several ways. First, theoretical analysis can help clarify the links between financial reporting 
information and capital market outcomes, and perhaps other economic and social outcomes. 
For example, by what mechanisms might the introduction of an IFRS-based financial reporting 
system reduce the cost of capital for firms? Second, empirical research based on the actual experi- 
ence of the markets in using IFRS-based financial statements can assess the impact of the account- 
ing regime change on the quality of financial reporting and on market outcomes. To the extent that 
outcomes vary by country or across firms, research can also provide insights into the important 
factors that influence outcomes. Such insights are potentially important for regulators in countries 
preparing to change their financial reporting regime, and for regulators in Europe and elsewhere 
considering ways of improving the implementation of IFRS.? In short, research is capable of pro- 
viding insights that will be useful in assessing the successes, failures, costs and benefits of IFRS 
adoption. Such insights should be taken into account by policymakers interested in improving the 
information environment of financial markets in Europe and elsewhere. 


4.2. The potential scope of relevant empirical research 


Academic researchers have available: a range of empirical research: methodologies, including 
qualitative methods such as case studies and survey-based research directly documenting: user 
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or preparer opinions; and quantitative, econometric research based on archival databases contain- 
ing information on market outcome variables, for example, market values, stock returns, liquidity 
proxies and financial statement information. In this paper we limit our focus to the second class of 
research, that is, archival analysis. This should not be interpreted as suggesting that qualitative 
research methods cannot contribute to the discussion. Clearly they can and several studies 
provide useful and important early insights into user and preparer opinions on the IFRS 
experiment. 

As we discuss later, theory suggests that the relations between market outcomes, accounting 
outcomes and the financial reporting regime are potentially complex. We focus on research aimed 
at uncovering deeper insights into these relations, which necessitates multivariate econometric 
analysis of the data based on archival data. Examples of research themes that might be addressed 
using this general research methodology and which could contribute to an understanding of the 
successes or failures of ће EU’s IFRS experiment are set out below. 


4.2.1. Studies of compliance and enforcement 


Accounting regulation is not always effective. Compliance with the intended substance of regu- 
lations such as IFRS is an outcome that will vary both within and across countries depending on 
incentives and demand. Examples of possible research questions that focus on compliance and 
enforcement include how economic and political factors shape IFRS financial reporting rules; 
how IFRS compliance and enforcement vary across countries; which factors explain compliance 
and enforcement differences; why some firms voluntarily adopt IFRS before they are mandated; 
whether, and why, private firms voluntarily adopt IFRS; and whether, and why, audit quality 
differs across Europe. 


4.2.2. Comparative analysis of IFRS-related accounting quality changes 


Such research can aim to produce scientific assessment that quantifies and enhances understand- 
ing of the impact of the switch to IFRS on dimensions of accounting quality related to regulator, 
policy and user objectives for financial reporting. For example, research could address how 
accounting quality has changed after IFRS implementation; whether changes in levels of account- 
ing quality are related to country-level legal, institutional or governance factors; and whether 
accounting quality differs between private and public firms that switch to IFRS, and if so why? 


4.2.3. Economic consequences of IFRS adoption 


Research on economic consequences recognises that financial reporting is not neutral. This, of 
course, is a central presumption of the EU policy initiative. Financial reporting has real economic 
consequences in various areas of business activity. Research questions on economic conse- 
quences could include asking whether the relevance of accounting numbers to the valuation 
decision is higher after IFRS adoption; whether IFRS adoption led to reductions in the cost of 
debt and equity capital; how investment analysts have accommodated IFRS in their decision- 
making processes; whether IFRS adoption has led to changes in corporate financing patterns; 
whether IFRS introduction has been associated with firms going private, delisting, changing dom- 
icile or taking other steps to avoid the higher transparency associated with IFRS; whether IFRS 
adoption is associated with changes in corporate decisions linked to controversial accounting 
issues such as financial risk hedging, defined benefit pension plans, asset leases.and share- 
option-based compensation; whether the pattern of share ownership in listed firms has 
changed; whether IFRS implementation has affected business structures, for example, mergers 
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and acquisitions, business segments, joint ventures; and how national governments have recon- 
ciled tax accounting with IFRS. 


4.3. Challenges facing empirical researchers 


In this section we consider some of the challenges facing academic researchers in contributing 
towards an evaluation of the experience of the European IFRS experiment since 2005. 


4.3.1. Measuring relevant outcomes 


The broad qualitative characteristics of financial statements that the standard-setter (IASB) and 
the policymaker (the European Commission) have defined for the IFRS project in Europe are out- 
lined above. The first challenge for researchers is to map the broad objectives and financial report- 
ing qualitative characteristics onto measurable outcomes that can be analysed by the research. 
Financial statements are not like food products: they do not come with analysis of how the 
product ‘scores’ according to various dimensions considered important by regulators. While 
we can see the fat, carbohydrate, protein, vitamin content and so on for the packaged food we 
purchase, users and researchers cannot look up at the back of annual reports how the financial 
statements score on things that are believed to be good for users, for example, relevance, faithful 
representation, comparability, verifiability, timeliness and understandability. 

The job of investment analysts is to interpret:the data contained in financial statements at the 
level of the individual firm, probably in the context of similar firms in the same industry or sector. 
Part of the job of analysts is to understand the context of individual firms’ financial statements in 
order to draw inferences from the data. Effectively, analysts often try to understand what the 
ingredients label attached to the financial statements of individual firms would say, if it 
existed. In contrast, academic researchers attempt to establish general patterns of financial state- 
ment qualities. Extending the analogy, academic researchers are more interested in studying the 
average quality of the diet in a country or region, rather than what any specific individuals eat or 
drink. 

Academic accounting research has a long history of empirically examining various aspects of 
the usefulness of accounting numbers. Research can broadly be classified in two categories: (i) 
research that examines properties of accounting numbers that arguably are associated with 
decision usefulness; and (ii) research that examines proxies for decision usefulness based on 
observable decision outcomes. 

Research in category (i) has focused on various properties believed to be useful in different 
decision contexts, including earnings persistence, earnings predictability, earnings timeliness, 
asymmetric persistence and asymmetric timeliness (also referred to as timely loss recognition 
or conditional conservatism). These properties are predicted to be useful to decision-makers in 
different decision settings, but they are not necessarily mutually consistent with the IASB's соп- 
ceptual emphasis on usefulness for resource allocation decisions. For example, asymmetric per- 
sistence and asymmetric timeliness are most closely associated with contracting or stewardship 
demands for useful, incentive-compatible performance measurement (see Basu 1997, Watts 
2003) rather than with the information needs of those who rely on general purpose financial state- 
ments to inform their investment decisions. Other studies examine accounting numbers for evi- 
dence of managerial manipulation, for example, by considering accruals quality, the incidence 
of small gains vs. small losses as a proxy for earnings management, the incidence of accounting 
fraud and enforcement actions. These studies typically shed light as much on the incentives facing 
managers to exploit or abuse discretion in standards as on the properties of accounting standards 
per se. 
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‚ Research in category, (ii) has examined criteria related to various.market outcomes, including 
the ability of the accounting number(s) to explain market values or stock returns (valuation rel- 
evance), the relations. between- accounting numbers and the estimated costs of equity or debt 
capital, as well as the links between directly observable market outcomes (such as bid—ask 
spreads) that in turn- аге conjectured to affect the efficiency of market resource allocation 
decisions.? Researchers also study properties of other user decision outcomes such as analyst fore- 
casts and recommendations, institutional investment, investment by individuals and credit ratings. 
They have also studied decisions on which financial reporting outcomes are expected to depend 
and therefore where the accounting is expected to affect stakeholder outcomes. An example of 
studies in this latter. category is the association of changes to defined benefits pension plans 
with changes in pension accounting recognition requirements. 

The outcomes that researchers focus upon are, by definition, those outcomes that can 1 be 
observed based on available data. Generally, they map only incompletely onto the users and 
their decision needs, and the desirable qualitative characteristics of financial statements identified 
by the IASB and the EU. For example, arguably it is impossible to measure representational faith- 
fulness at the firm level, and therefore we cannot test questions such as whether the represen- 
tational faithfulness of financial statements in a country is higher after IFRS adoption than 
before. Faced with this dilemma, the research might have to choose to focus on a proxy 
outcome variable that is associated with lack of representational faithfulness. For example, it 
may be conjectured that changes in the incidence of accounting fraud are informative about 
changes in representational faithfulness, assuming that other determinants of accounting fraud 
and its detection are held constant or controlled for adequately. 


4.3.2. Тре identification problem 


Accounting researchers face certain problems in common with policymakers. They cannot conduct 
‘controlled experiments where the only factor changed is the financial reporting regime.'? Rather, 
researchers have available blocks of data for countries that have adopted IFRS at some point in the 
database’s memory (the ‘treatment’ sample), and for other countries that have never adopted IFRS 
but have reported under а non-IFRS regime such as US GAAP (the ‘benchmark’ sample). Capital 
market outcomes such as market liquidity, turnover, ownership, estimated cost of equity, cost of 
debt, security issuance, etc., can be observed for both treatment and benchmark samples in both 
the pre-IFRS adoption period and the post-IFRS adoption period. The challenge for empirical 
researchers is to attribute any observable changes in market outcomes for the treatment sample to 
the introduction of IFRS. Figure 2 illustrates the experimental set-up. 


Pre-IFRS Post-IFRS 
2005 
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IFRS sample : 
Ш 
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sample . нЕ: ME EIE 
Figure 2. Research design: difference-in-differences. Note: The diagram illustrates the measured effect of 
accounting regime change on an outcome variable, where, by way of example, a represents the change for 


‘the IFRS sample and 5 the change for a benchmark sample that comprises firms operating under a financial 
reporting regime that has not changed. | 
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A major problem facing the researcher is that the experiment does not hold other potentially 
relevant factors constant. This simply demonstrating that there are differences in market outcomes 
for the treatment sample between the pre- and post-IFRS periods does not provide convincing evi- 
dence on the presence or absence of an IFRS effect. Since other factors determining market out- 
comes can vary over time, any result is possible. In terms of changes in market outcomes, it could 
appear that IFRS adoption is associated with positive, zero or negative market outcome effects on 
average. For example, studies of market liquidity will almost certainly find that common 
measures of stock-level liquidity (e.g. bid—ask spreads or trading volume) are on average 
fower in the post-IFRS periods spanning the 2007—2009 liquidity crisis and credit crunch 
periods than in the comparatively benign pre-IFRS periods spanning 2003—2004. But this 
would not mean that IFRS caused an adverse change in liquidity. The problem is that by exam- 
ining only the treatment sample we do not know what would have happened in the IFRS-adopting 
region had firms not adopted IFRS. When IFRS are mandated, all firms must adopt IFRS and we 
can never know the capital market outcomes for firms in the same time period in the same 
countries had JFRS not been implemented. Similar concerns exist even if changes in market out- 
comes are observed that are consistent with IFRS improving the information environment. Unless 
we can rule out changes in other important determinants of the market outcome, it is difficult to 
convincingly attribute the observed effect to the introduction of IFRS-based reporting. 

On the other hand, when IFRS adoption is voluntary there is a different problem — it is likely 
that firms that voluntarily adopt IFRS are different in some important ways from firms that do not 
voluntarily adopt IFRS. If the characteristics on which voluntarily adopting firms differ are cor- 
related with market outcomes in some way, then again incorrect inferences about the effects of 
IFRS might be reached because of a potential selection bias problem. For example, firms that 
cross-list have often adopted IFRS (or US GAAP) and the two events frequently coincide. If 
liquidity changes occur around these two coincident events, it is difficult to establish whether 
the change in liquidity is due to cross-listing or to the change in financial reporting regime. 

These problems are examples of what is known in econometrics as the identification problem. 
How do we know that a statistical outcome consistent with theoretical predictions is indeed driven 
by the causal factor under investigation (i.e. the accounting regime) and not by another un-mod- 
elled causal factor (e.g. general changes in market liquidity caused by economic crisis)? How can 
the design of the researcher's experiment test for an IFRS-related effect? Figure 2 illustrates the 
problem. 

Suppose that an outcome variable of interest is monitored over time for a panel of firms in 
IFRS-adopting countries (the IFRS sample). For example, the outcome variable might be the esti- 
mated cost of equity capital. If IFRS adoption on average has a beneficial impact then we would 
see a reduction in the average estimated cost of capital coinciding with, or possibly following, 
IFRS adoption. The researcher could measure the average value of the cost of equity before 
and after IFRS adoption and test whether the difference between the mean cost of equity in the 
two sub-periods, the value a in Figure 2, is significantly different from zero. This test could be 
conducted within a statistical regression framework to allow the researcher to control for 
changes in firm-level determinants of the cost of equity that occur over time. In this case the coef- 
ficient on an indicator variable capturing whether financial reporting is under IFRS or not reflects 
changes in the conditional mean of the cost of equity. 

Considering how outcome variables change over time for a sample of IFRS firms can be infor- 
mative as long as the researcher can be confident that changes in other determinants of the 
outcome variable are taken into account. To some extent, firm-level determinants of outcome vari- 
ables are controlled for if they do not change — the presence of the firm in the pre-IFRS period 
means that the firm acts as its own control. But in practice researchers are dealing with outcomes 
that are the result of complex interactions between firm characteristics and country institutional 
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features, some of which cannot even be observed, or perhaps are not even fully understood. 
Therefore, the likelihood is that there are changes in unmodelled factors that could account for 
at least some of the observed changes in outcomes, creating doubt that observed outcome 
changes can safely be attributed to the introduction of IFRS. If we want to rebut the argument 
that an observed change could have happened anyway, independent of whether IFRS were intro- 
duced, we need to find a more convincing research design that reduces the possibility that other 
factors are responsible for changes in outcomes." 

The most common research design employed to address this type of identification problem is 
to exploit information in a benchmark sample, for example, firms that are known not to have 
changed their financial reporting regime. Thus, we can model the specific effect of accounting 
regime change on the market outcome in the treatment sample, after controlling for any 
common effects in the market outcome affecting both treatment and benchmark samples. In 
terms of Figure 2, this is equivalent to testing whether the change for the IFRS sample, a, is stat- 
istically greater than the change for the benchmark sample, b. This approach is often referred to as 
a difference-in-differences research design. Again, the test can be conducted in a regression fra- 
mework where other determinants are controlled for as right-hand side variables. 

The difference-in-differences design does not eliminate entirely the uncertainty associated 
with attributing an observed effect in the market outcome to the accounting regime change. To 
the extent that other causal factors may change in the treatment sample countries and not in 
the benchmark sample countries, or vice versa, it is possible in either case that market outcomes 
could be incorrectly attributed to the financial reporting change. As pointed out by Leuz and 
Wysocki (2009), many institutional changes occurred in securities markets around the period 
of IFRS introduction in Europe, and some could have affected the market outcomes that research- 
ers study.'? For example, the Markets in Financial Instruments Directive was introduced in 2007. 
Its objective is to enhance market liquidity and the quality of trade execution in European secu- 
rities markets and therefore could represent an alternative institutional factor that triggers pre- 
dicted market outcomes. The challenge to researchers is therefore. to find ways of more 
directly associating market outcomes with financial reporting, for example, by developing evi- 
dence showing that market outcomes are stronger for benchmark firms where the financial report- 
ing regime change has had most impact, or where general purpose financial reports are more 
important to market participants. 


4.3.3. Systematic effects or conditional effects? 


Regulators have expressed the view that harmonisation of financial reporting based on IFRS will 
lead to a reduction of the cost of capital, and hence to wider positive economic effects. If inter- 
preted literally as predicting that the cost of capital will fall for all firms in a country or region, 
such claims are simplistic at best. As discussed in more detail below, there are good reasons to 
predict that benefits will only follow if implementation and enforcement are high quality. There- 
"fore, in analysing the data for evidence of IFRS effects, researchers need to find valid ways of 
adequately characterising the financial reporting environments within which firms operate. 
However, this is potentially a complex task. 

- Figure 3 illustrates one way of thinking about the dependence of financial reporting quality on 
legal, economic and social aspects of the financial reporting environment. It reflects the view that 
financial reporting outcomes depend not only on the financial reporting standards in place, but 
also on the incentives and constraints facing preparers to comply. with those standards, and the 
effectiveness of the external enforcement framework overseeing financial reporting outcomes. 
-The incentives for preparers to-produce high quality financial statements within the framework 
provided by the standard-setting regime, and the .constraints that аге placed.on them, will 
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Figure 3. The institutional context of financial reporting. 


generally depend on both firm-level corporate governance arrangements and on the country-level 
enforcement framework to which a firm is subject. The balance between these firm-level and 
zountry-level influences is likely to vary. Where the country-level enforcement framework is 
weak, firm-level governance mechanisms can be expected to have potentially large effects on 
preparers’ incentives to comply. In contrast, where the country-level enforcement framework is 
strong, firm-level governance mechanisms can be expected to be less important' and 
intra-country variation in compliance should be lower. In this context, Wysocki (2011) 
analyses in much greater detail the role of the regulatory framework in shaping financial reporting 
practice. 

Researchers face challenges in modelling compliance incentives. The first difficulty is that 
high quality firm-level governance data is not available for comprehensive samples of inter- 
` national firms. To date, most research has focused on the role of country-level incentives originat- 
ing in enforcement frameworks. Here again there are constraints to the availability of data. We do 
not have measures of the effectiveness of enforcement mechanisms in different countries. Con- 
ceptually we would want to know the likelihood that a specific type of misstatement or compli- 
ance violation would be identified and a correction required by each national enforcer. However, 
the data available to researchers make it impossible to evaluate the quality of the work done by 
enforcement agencies in different countries. Even the better developed enforcement infrastruc- 
tures such the UK's Financial Reporting Review Panel (FRRP) are quite opaque, relative to 
the US Securities and Exchange Commission, in the information they provide about enforcement 
activities and specific actions brought against companies. Prior to 2007, the FRRP published press 
notices and summarised in its annual report any rulings indicating that a review had revealed 
defective financial statements or disclosures. However, in recent years the practice of ‘naming 
and shaming' through public disclosure of adverse rulings has been revised. Now only in 
extreme cases — where companies are required to restate their accounts because they are not com- 
pliant with the legal requirements of the Companies Act — are press notices released. 
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In the absence of clear measures of the quality of national financial reporting enforcement fra- 
meworks, financial statement users and researchers face similar problems. Should they assume 
that enforcement quality is uniform, or should they assume that enforcement differences predicted 
from observable proxies are believed to contain information about cross-country variation in the 
quality of the enforcement effort? Researchers have so far elected to follow the latter approach to 
model cross-country enforcement differences. To the extent that market outcomes appear to 
depend on estimated enforcement framework differences, it also appears that the markets do 
not assume that enforcement is uniform. Researchers have employed various proxies for the 
quality of the information environment, investor protection and the legal system as proxies for 
enforcement quality. For example, Daske e£ al. (2008) allow the impact of mandatory IFRS to 
depend on Rule of Law as measured by Kaufmann et al. (2008) and the Aggregate Earnings Man- 
agement index of Leuz et al. (2003). Florou and Pope (2010) also employ the Control of Corrup- 
tion index as defined by Kaufmann et al. (2008) as a further proxy variable for the quality of the 
compliance framework. Finally, Dargenidou et al. (2007) emphasise the joint modelling of inter- 
actions between such proxies in a European setting, showing how, in the market's pricing of earn- 
ings expectations, stricter corporate governance practices at the firm level may compensate for 
penalties attributable to weaknesses in the investor protection provisions in local law. Similar 
interactions modelling is reported in Raonic ef al. (2004), where greater regulatory enforcement 
at the country level is seen to substitute for lower equity market exposure by European firms, in 
this case with respect to improvements in accounting quality. With regard to IFRS adoption, to the 
extent that such proxies are unable to fully capture the real differences in enforcement across 
countries, studies will underestimate the effects that IFRS adoption can have on outcome vari- 
ables in a supportive institutional environment with strong enforcement. 


4.3.4. Financial reporting differences and the potential impact of regime change 


When conducting analysis of the impact of financial reporting regime change, researchers are 
often interested in establishing whether changes in accounting or market outcomes are more 
likely to occur where the differences between local GAAP and IFRS are large. Intuitively, if 
the local GAAP that IFRS replace are close to IFRS then we might not expect major IFRS- 
related effects on outcome variables of interest. 

The currently available research on GAAP differences is restricted to two main papers, 
namely, Bae et al. (2008) and Ding et al. (2007), both based on the PWC Survey. Bae et al. 
(2008) document for each country whether a prescribed treatment is absent from local GAAP 
(Absence) and whether, when it exists, the local GAAP treatment differs from IAS/IFRS (Differ- 
ence). Their overall measure of GAAP difference is a composite of Absence and Difference scores 
for each country obtained by pair-wise comparisons with all other countries іп ће sample.'^ In 
contrast, although the Ding et al. (2007) Divergence measure is developed using the same data 
source as Bae et al. (2008), it is based solely on differences in rules between domestic GAAP 
and IFRS, assessed across a much larger number of accounting items. Examples of different 
country rankings in the two studies include Ireland and the UK, which score 11.7 (the highest) 
and 11.4 (the second highest), respectively, under the Divergence measure; yet, they receive a 
score of —3.3 and —3.4, respectively (both among the lowest), under the Bae et al. (2008) Differ- 
ence measure. Part ofthe dilemma here is how to weight differences over a large set of accounting 
treatments when some countries do not have local standards in respect of many accounting items 
(i.e. Absence is high) while other countries such as the UK do have broad coverage in local stan- 
dards (i.e. Absence is low) but there are numerous, but often small, differences between these local 
‘standards and IFRS. Overall, the rank correlation: between the Bae et al: (2008) Difference 
measure and the Ding eft al. (2007) Divergence measure is 0.38, indicating a very different 


Accounting and Business Research 249 


classification of countries under the two measures. A further challenge to researchers is therefore 
to develop more comprehensive and robust measures of the degree of convergence between 
national GAAP and IFRS. 


4.3.5. Evaluating the quality of compliance 


The degree of compliance with IFRS depends on preparers’ incentives, which in part depend on 
the quality of enforcement. However, since IFRS are principles-based standards, whether specific 
accounting treatments are appropriate may depend on detailed circumstances surrounding trans- 
actions assumptions and judgements made by preparers, many of which are often not publicly 
available. Thus auditors and national enforcers, having access to private information, might 
reach different conclusions on appropriate accounting treatments in cases which appear similar 
based on public information. This lack of complete information limits the ability of researchers 
to conduct conclusive assessment of compliance quality. Nevertheless, researchers are able to 
document abnormal accounting policy choices that are apparently inconsistent with IFRS. 
They are also able to identify non-compliance with disclosure requirements where there is 
clear evidence of activity that would be expected to generate disclosure under IFRS." 


5. What does INTACCT research tell us about the European IFRS experiment? 


This section introduces some of the main insights contributed by mainly empirical research emer- 
ging from the INTACCT research network. Our intention here is to ‘set the scene’, based on recent 
research from the INTACCT research programme. Brown (2011), Sunder (2011) and Wysocki 
(2011) expand on several of the research themes we mention here, and broaden the discussion 
to the wider academic research literature. We concentrate on selected INTACCT empirical 
research relating to the three main research themes described in Section 4.2 абоуе. 5 


5.1. Studies of compliance and enforcement 


Early evidence on the quality of first-time implementation and degree of compliance with IFRS in 
Europe in the period immediately after 2005 presents a fairly optimistic picture. For example, 
ICAEW (2007) documents a high level of self-reported compliance with IFRS. Only two compa- 
nies in a sample of 200 companies disclosed lack of full compliance with IFRS, with clean audit 
reports supporting the claim of compliance by the other 198 companies. CESR (2007), based on 
the views of European enforcer bodies, also presents a fairly optimistic evaluation of the first year 
IFRS implementation effort, although it does identify several technical accounting areas where 
significant implementation problems were encountered, as well as the need to further develop 
enforcement mechanisms in several countries. CESR has also identified some causes for 
concern about the degree of compliance with certain aspects of IFRS, especially in relation to 
financial instruments accounting and disclosure by financial institutions (CESR 2009a), and 
has reported a significant increase in enforcement actions of various types across Europe, with 
approximately 900 actions being taken in 2009 (CESR 2010). Unfortunately, CESR did not ident- 
ify the distribution of such actions across countries, and therefore we have no way of knowing 
how uniform regulatory scrutiny really is across Europe. Overall, the evidence to date suggests 
that IFRS compliance is far from perfect. 

Against this background of compliance and enforcement review by regulators, INTACCT 
researchers have examined a number of specific areas of IFRS enforcement, especially related 
to first-time adoption and the problematic cases of fair value accounting, accounting for financial 
instruments and accounting by financial institutions. Goh её al. (2010) document considerable 
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variation in compliance with disclosure requirements on executive stock options under IFRS 2 in 
a sample of French firms. In particular, they focus on required disclosures of assumptions made in 
model-based option valuations. They find that the quality of disclosures increases with analyst 
following, the importance of stock options in CEO compensation, US and UK institutional own- 
ership, board size and the use of English in financial statements, and decreases with CEO stock 
ownership. The overall level of disclosure quality is associated with factors relating to the benefits 
of disclosure, and decreases when the benefits to public disclosure are likely to be lower, for 
example, when large ownership stakes are held by the CEO and family blocks. The evidence 
suggests that disclosure compliance reflects managerial incentives, and that compliance in this 
politically sensitive area cannot be taken for granted. 

Emstberger et al. (2010) examine the announcements of adverse findings of accounting errors 
announced by the German regulator, Bundesanstalt für Finanzdienstleistungsaufsicht (BaFin), fol- 
lowing reviews carried out by the responsible body Deutsche Prüfstelle für Rechnungslegung 
(DPR). Their sample comprises German firms over the period 2005-2009. Emstberger et al. 
(2010) identify 165 reported IFRS recognition errors for 137 firms, and 261 IFRS 
disclosure errors for 186 firms over the five-year period, suggesting that the German enforcement 
System is effective in identifying compliance failures, which are material in number. Firms are more 
likely to be censured if they are small, have higher leverage, more segments, higher systematic risk 
and weaker corporate governance. This is consistent with non-compliance being related to plausible 
risk factors and/or the methodology used to select firms for review being risk-based. 

Bischof et al. (2010) analyse a comprehensive global sample of 302 banks reporting under 
IFRS. They focus on the IASB's October 2008 amendment to IAS 39 granting the option to 
relax fair value accounting by reclassifying financial assets into categories that require measure- 
ment at amortised cost. Over one-third of their sample chose to reclassify assets. In doing so, they 
often avoided substantial write-downs of financial assets, especially illiquid assets that had been 
particularly affected in the financial crisis. In doing so, these banks increased reported profits by 
an estimated aggregate of €22.7 billion. The results show that banks are more likely to reclassify 
impaired assets when capital ratios are close to the locally required regulatory capital adequacy 
ratios and when the country-specific regulatory discount on the inclusion of unrealised fair 
value gains in regulatory capital is small. In other words, firms at risk of supervisory 
intervention have been more likely to take advantage of the reclassification option. As a 
measure of the disclosure quality associated with the asset reclassifications, Bischof ef al. 
(2010) assess accompanying disclosures against the quantitative disclosure requirements sub- 
sequently introduced in IFRS 7 in an effort to mitigate the informational effects of reclassification. 
Only 42 of the 124 reclassifying banks have complied fully with the IFRS 7 disclosure require- 
ments, indicating a general tendency for the reclassifications to be carried out with low 
transparency. 

These studies document uneven compliance with IFRS in Europe, and further afield. More- 
over, they confirm theoretical predictions that non-compliance is associated with the economic 
incentives of preparers. Further papers discussed in the next two research categories examining 
accounting and economic outcomes also provide indirect evidence on compliance and enforce- 
ment being uneven and associated with economic incentives. 


5.2. Comparative analysis of IFRS-related accounting quality changes 


If IFRS adoption is to have the economic consequences that policymakers desire, then a necessary 
condition is that the information available to financial statement users should improve. This may 
Occur as a result of improved disclosure, or if some of the properties of accounting numbers rel- 
evant to financial statement users change positively as a result of the accounting regime change. 
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Accounting number properties will change if measurement and recognition rules under IFRS lead 
to improvements relative to local GAAP, and if IFRS are effectively enforced. ` 

INTACCT researchers have examined the effects of IFRS introduction on a wide range of 
accounting attributes for different samples. Table 1 summarises much of this research. Individual 
papers have considered the impact of IFRS on disclosure quality, valuation and other accounting 
ratios, accounting choices made within the framework of IFRS, and various properties associated 
with accounting quality, including earnings management proxies, conditional conservatism and 
ће timeliness of impairment write-offs, persistence, asymmetric persistence, earnings forecast 
accuracy and dispersion, timeliness and comparability. 


Table 1. INTACCT research — accounting properties. 





Voluntary/ IFRS 
Paper Sample mandatory Accounting property effect(s) Contingent factors 
Multi-country studies 
Beuselinck et al. (2008) EU У + М — Accruals—cashflow ? Strength of 
association enforcement 
Comparability Business cycles 
Industry type 
Beuselinck её al. (2010a) EU M Earnings forecast + Analyst characteristics 
precision 
Bischof et al. (2010) Global M Accounting Financial crisis 
choice 
Capkun et al. (2010) EU M Earnings management – Legal institutions 
Pre-transition earnings 
management 
Ding et al. (2007) Global IAS-GAAP 
differences 
Ding et al. (2009) Global У+ М  IAS-GAAP 
differences 
Garcia-Osma and Pope EU M Earnings Enforcement 
(2010) management 
Asymmetric 
persistence 
Gain- loss ratio 
Gebhardt and EU banks M Income smoothing Е Ownership 
Novotny-Farkas (2011) Timeliness = structure 
Bank supervision 
Jeanjean and Stolowy France, M Meet or beat earnings No reduction 
" (2008) UK, management in earnings 
| Australia management 
Verriest её al. (2010) EU M First-time adoption + Corporate governance 
IAS 39 adoption 
Single-country studies 
Ali et al. (2010) Bulgarian M Earnings + Bank size 
banks management Ownership structure 
Bank supervision 
Audit 
Bank management 
Atanassova (2008) Bulgarian M Disclosure + 
banks quality 
Cazavan-Jeny and France M Key ratios Limited First-time adoption 
Jeanjean (2009) choices under 
IFRS1 
Choi et al. (2010) UK M Forecast accuracy + Firm size 
Forecast + 


dispersion 


252 РЕ Pope and S.J. McLeay 


5.2.1. Disclosure 


Tn relation to IFRS-related disclosure changes, Atanassova (2008) reports that financial disclos- 
ure quality of Bulgarian banks improves significantly after the switch to IFRS. For a broader EU 
sample, Verriest et а!. (2010) use hand-collected disclosure data to investigate the quality of 
IFRS adoption disclosures relating to the prior year reconciliations from local GAAP to 
IFRS, and more general IFRS disclosure and recognition choices. With regards to first-time 
adoption, they find that disclosures are of higher quality when firms have strong corporate 
governance. They also find that while disclosure levels improve generally on average with 
the introduction of IFRS, firms with higher quality governance make more extensive disclos- 
ures on the financial statement effects of specific IFRS accounting standards. The results of 
Verriest et al. (2010) show that, even after controlling for country-level institutional factors, 
the firm-level corporate governance context can be an important determinant of financial 
disclosure quality. 


5.2.2. Earnings timeliness and timely loss recognition 


A further accounting attribute underpinned by conservatism is the timeliness with which losses 
are reported. Although the IASB does not recognise accounting conservatism as a desirable 
accounting property, there is nevertheless an extensive accounting literature suggesting that attri- 
butes associated with conservative recognition rules are deerned useful by at least some groups of 
users, for example, creditors. Flexibility within IFRS does exist and provides preparers with 
timing options, for example, with regards to the implementation of fair value accounting under 
IAS 39. Verriest et al. (2010), discussed above, also show that firms with stronger corporate gov- 
ernance make more conservative adoption timing choices with respect to the implementation of 
IAS 39. 

Asymmetric, more timely, loss recognition implies that accounting accruals recognise bad 
news faster than good news and that the negative correlation between accruals and cash flow 
depends on the sign of cash flows (Ball and Shivakumar 2005, 2006). Under the alternative 
hypothesis, the accruals—cash flow relation is linear and accruals serve to smooth reported 
income. Beuselinck ef al. (2008) show that while the negative relation between accruals and 
cash flows converged over a 15-year period, nevertheless it still depends on the stage of the 
business cycle and reporting incentives related to capital market pressure, leverage and labour 
intensity. Based on the first year of IFRS implementation they show that the switch to IFRS 
did not enhance the comparability of accounting earnings and accruals. Incentives still appear 
important in the first year of mandated IFRS reporting in Europe. 

Gebhardt and Novotny-Farkas (2011) also investigate aspects of income smoothing and earn- 
ings timeliness, but in the specific context of loan-loss provisions recognised by EU banks.!* If 
changes in loan-loss provisions are recognised in a timely fashion, they will predict future recog- 
nised loan impairments. IFRS restrict loan-loss provisions to reflect only incurred losses. The 
authors report evidence confirming that IFRS restrict the ability of banks to smooth income 
and to recognise losses in a timely fashion. However, the effects of IFRS in this regard are 
weaker in countries with widely dispersed share ownership and strict banking supervision, pro- 
viding more support for the notion that the institutional context of financial reporting is at least 
as important as the accounting standards themselves. 


5.2.3. Earnings management 


Income smoothing based on private information held by management is one motivation for earn- 
ings management. It aims at providing ‘permanent’ earnings numbers that are more representative 


Accounting and Business Research 253 


as a basis for valuation and dividend distribution decisions. However, earnings management 
might also be attempted for less benign reasons such as influencing outcomes in debt contracts, 
management compensation, wage bargaining and government regulation. Earnings management 
might also be attempted to meet market expectations and influence securities prices. Earnings 
management aimed at obscuring the true economic reality of a firm is often termed opportunistic, 
and as such is a negative indicator of accounting quality. Several INTACCT research papers have 
assessed the impact of IFRS adoption on estimated earnings management. 

Earnings management requires accounting choices, which might arise as a result of the flexi- 
bility provided within IFRS, or they might be due to assumptions and judgements made in 
accounting estimates that are inconsistent with underlying recognition and measurement prin- 
ciples. As mentioned above, Bischof её al. (2010) study one example of accounting choice in 
IFRS that effectively obscures the economic reality, with respect to the reclassification of 
impaired financial assets under amended IAS 39. They show highly economically significant 
earnings management by European banks during the financial crisis. 

Capkun et al. (2010) examine the financial statement effects of IFRS from a broader 
accruals-based earnings management perspective using a sample of 1772 EU firms over the 
mandatory IFRS transition period 2004—2005. Capkun et al. (2010) find that return on 
assets (ROA) is significantly higher under IFRS. They find evidence that the greatest increase 
in ROA is for firms with lower levels of ROA under local GAAP, and attribute this result to 
earnings management during the transition that is present in all countries, but is highest in 
countries where legal institutions are weak and pre-transition earnings management is high. 
These results are consistent with firms using the IFRS transition period to increase their reported 
earnings and ROA. 

Garcia-Osma and Pope (2010) also examine earnings management behaviour for a large 
sample of 3570 non-financial firms in 20 countries that mandated IFRS in 2005. They examine 
as-reported financial statement data to assess changes in four country-level earnings management 
proxies based on Leuz et al. (2003). The earnings management proxies include the volatility of 
earnings relative to the volatility of cash flow, the correlation between changes in accruals and 
changes in cash flow, the absolute value of accruals relative to the absolute value of cash flow 
and the ratio of small gains-to-small losses. Country-level analysis reveals that relative levels 
of earnings management, based on each of the four earnings management proxies and on the 
aggregate earnings opacity score, are highly persistent between the pre- and post-IFRS periods. 
Countries where earnings management is high (low) pre-IFRS tend to have relatively high 
(low) levels of earnings management post-IFRS. Only in the case of income smoothing is 
there any evidence of reduced earnings management in the post-IFRS period, consistent with 
IFRS reducing income smoothing opportunities for firms. 

An important aspect of the switch to IFRS is that it involves moving from one set of 
measurement and recognition standards to another. Effectively, at the beginning of the tran- 
sition year, the balance sheet must be restated under IFRS. However, despite the emphasis 
placed by the IASB on the principle of faithful representation, IFRS 1 — First-time Adoption 
of IFRS — provides considerable discretion to management to manipulate the opening IFRS 
balance sheet. In particular, as transition management has the ability to eliminate balance 
sheet bloat and derecognise and impair various asset classes so as to increase the likelihood 
of being able to report earnings increases and manage earnings upwards in the early years 
after IFRS adoption. Garcia-Osma and Pope (2010) develop an empirical proxy for abnormal 
balance sheet adjustments on transition and show for a sample of European companies that 
subsequent earnings management (as well as asymmetric persistence and the value relevance 
of net income and book value).is significantly associated with abnormal transition adjustments. 
They also find that earnings management depends on country-level incentives related to the 
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strength of enforcement and legal institutions. Сатауап-Јепу and Jeanjean (2009). develop 
complementary evidence to Garcia-Osma and Pope (2010) for a sample of French firms. 
They show that key accounting ratios are relatively stable across the IFRS transition. This stab- 
ility is apparently due to firms’ accounting choices and, in particular, the use of IFRS 1 options 
to offset the effects of mandatory balance sheet adjustments. Taken together, the studies of 
Garcia-Osma and Pope (2010) and Cazavan-Jeny and Jeanjean (2009) emphasise the impor- 
tance of the transition year accounting choices in determining post-IFRS accounting quality. 
They point to an inherent weakness in IFRS 1 compromising the principle of faithful represen- 
tation, especially in the context of implementation in regimes where enforcement quality is 
potentially low. 


5.2.4. Predictability 


Another accounting attribute often considered by researchers as an indicator of usefulness to 
financial statement users is the degree of predictability of accounting earnings. The accounting 
system can contribute to forecast ability through measurement and recognition rules that 
improve predictability, and by enhancing disclosure of forward looking information that helps 
in the prediction of future earnings. Thus, researchers often examine the accuracy of analysts’ 
earnings forecasts and the dispersion of analysts’ forecasts as indicators of predictability. Choi 
et al. (2010) consider the accuracy and dispersion of analvsts’ earnings forecasts for a sample 
_of UK firms for periods before and after the introduction of IFRS. They find that forecast accuracy 
increases and forecast dispersion across analysts reduces, suggesting that the switch to IFRS could 
. have contributed to earnings being more easily forecasted. Beuselinck её al. (2010a) employ a 
novel research design to estimate the properties of the information contained in analysts’ earnings 
forecasts for mandatory IFRS adopters in Europe for the period 2003—2007. They estimate the 
public and private information components of analyst forecasts. Their results suggest that both 
public and private information increases post-IFRS adoption. Further analysis suggests that ana- 
lysts who follow firms in more than one European country experience the largest post-IFRS 
improvement in private information precision. This suggests that cross-border accounting com- 
parability increases as a result of IFRS adoption. Similarly, Dargenidou and McLeay (2010) docu- 
ment a significant reduction in the statistical effect of country differences when pricing earnings 
expectations, again suggesting accounting comparability increases following the mandatory 
implementation of IFRS. 


5.2.5. Summary 


Overall, although there appears to have been an increase in comparability in some specific 
circumstances, evidence suggests that IFRS adoption does not lead to automatic improvements 
in accounting quality, when this is assessed using common measures of financial reporting 
quality from the accounting research literature. The overwhelming pattern that emerges in the 
results is that accounting quality in both the pre- and the post-IFRS periods is context-specific. 
Important determinants of accounting quality are the incentives and constraints facing preparers. 
In turn, incentives depend on both firm-level governance arrangements and country-level enfor- 
cement quality and incentives. IFRS appear not to have been the panacea some policymakers 
might have hoped for. In fact, itis possible that the flexibility offered by IFRS, especially in 
first-time implementation choices, might have reduced transparency in some firms. In such cir- 
‘cumstances, it would be surprising to find uniform systematic beneficial economic consequences 
resulting from the IFRS experiment. 
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5.3. Economic consequences of IFRS adoption 
5.3.1. Equity market evidence 


The identification of potential economic consequences arising from IFRS adoption has been the 
subject of considerable academic research effort in the last five years. A significant proportion of 
this research is associated with the INTACCT programme, and is summarised in Table 2. The 
seminal analysis that has guided the research design in much research that has followed is 
Daske et al. (2008). They examine a large global sample comprising both voluntary and manda- 
tory IFRS adopters as well as benchmark firms that use local GAAP (often US firms using US 
GAAP) throughout the period. Their evidence reveals that market liquidity (measured in terms 
of bid—ask spreads and trading volume) and valuation ratios have improved as a result of man- 
datory IFRS adoption. Country—month analysis helps alleviate concerns about the identification 
problem, confirming that monthly changes in the rate of adoption of IFRS within a country are 
associated with changes in market outcomes. Results relating to the effects of IFRS on estimated 
(reverse-engineered) cost of equity are more mixed than for the other market outcomes considered 
and appear to be particularly sensitive to the definition of the benchmark sample. This is a 
research design issue that several other studies seek to consider. 

An important aspect of the Daske et al. (2008) paper is their results conditioning market out- 
comes on country-level institutions. They report that the estimated effects of IFRS on market out- 
comes are significant only for countries where reporting incentives and the strength of 
enforcement are classified as being high. There.is.no evidence of IFRS-related benefits where 
institutions underpinning enforcement and preparer incentives are weak. This result is consistent 
with enforcement in countries with relatively weak institutions being ineffective, resulting in loss 
of confidence in financial reporting in these countries. However, because actual enforcement 
quality is unobservable, the result is also possible that, while enforcement quality in such 
countries is in fact high, the market consensus is in disagreement. In other words, market ехрес- 
tations about enforcement quality in weak institution countries might be wrong. But even if 
expectations are incorrect, they do matter for market outcomes. 

Building on the approach of Daske et al. (2008), other papers have examined market out- 
comes associated with IFRS adoption for different outcomes and different samples. Daske 
et al. (2009) consider the effects of voluntary IFRS adoption prior to mandated adoption on 
liquidity and estimated cost of equity. They again find evidence consistent with benefits being 
realised only when reporting incentives are high. Thus, they distinguish between ‘serious’ adop- 
ters, who expect to gain from the greater financial transparency offered by IFRS, and ‘label’ adop- 
ters who are conjectured to not apply IFRS rigorously because they have little or nothing to gain. 

If IFRS financial statements are more relevant to decision-makers than local GAAP financial 
statements then this should be reflected in directly observable outcomes of user decisions. Florou 
and Pope (2010) examine outcomes from investment decisions taken by institutional investors. 
Institutional investors are usually characterised as relatively sophisticated and informed. If 
IFRS adoption has an effect on institutional investor decisions there should be a footprint left 
in changes in the investment holdings of these investors. They test this conjecture for a large 
global sample of firms where institutional holdings are captured in the Thomson Reuters owner- 
ship database. After controlling for other determinants of institutional ownership, they find 
changes in the percentage ownership of institutional investors and changes in the number of 
investors owning stock in a company are positive following IFRS adoption. Florou and Pope 
(2010) mitigate concerns that the driver of ownership changes might be unrelated to financial 
reporting in two ways. First, they show that the documented ownership changes are largely con- 
fined to active investors and those whose investment styles are described as value and growth 
investment. Such investors are more likely to rely on financial statements in their decision 
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Table 2. INTACCT research — market outcomes and other economic consequences. 


Voluntary/ Outcome IFRS 
Paper Sample mandatory variable(s) effect(s) Contingent factors 
Multi-country studies 
Beuselinck ez al. (2010b) EU M Stock price + Distance IFRS to 
informativeness local GAAP 
Analyst activity 
Institutional 
investor ownership 
Bischof et al. (2010) Global M Abnormal returns +/ – Financial crisis 
Information 
asymmetry 
Bruggemann et al. (2010) Global VM Individual investor + Reporting 
cross-border incentives 
trading Strength of 
enforcement 
Botma and Joos (2010) ЕО M Expropriation risk + Family ownership 
Charitou et al. (2010) EU M Default risk + Strength of 
enforcement 
Dargenidou and McLeay EU M Earnings forecasts 4 Analyst activity 
(2010) Early IFRS 
adoption 
Daske et al. (2008) Global V+M Liquidity + Reporting 
Valuation + incentives 
Cost of equity ? Strength of 
enforcement 
Daske et al. (2009) Global У Liquidity + Reporting 
Cost of equity + incentives 
Serious vs. label 
adopters 
Florou and Kosi (2010) Global M Debt issuance + 
Cost of debt + 
Florou et al. (2010) Global M S&P issuer credit + 
ratings 
Florou and Pope (2010) Global У+ М Institutional + Investor orientation 
ownership Investor style 
Reporting incentives 
Strength of 
enforcement 
Jeanjean et al. (2010) Global V+iM  Bid-ask spread No 


Analyst following impact 
Foreign ownership 


Karamanou et al. (2010) Global V+M Insider trading + Strength of 
enforcement 
: Sign of the surprise 
Novotny-Farkas and EU M Value relevance of = 
Тошаю (2010) banks loan-loss 
allowances 
Schleicher et al. (2010) EU M Investment + Firm size 
efficiency Economy type 
(insider vs. outsider 
economies) 
Gaeremynck and EU M Value relevance of + Auditor effort 
Vergauwe (2010) fair value Disclosure 
| estimates ^ 


(Continued) 
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Table 2. Continued. 





Voluntary/ Outcome IFRS 
Paper Sample mandatory variable(s) effect(s) Contingent factors 
Young and Zeng (2010) EU M Valuation accuracy + Global exposure 
Cross-country Foreign peers 
accounting Domestic peers 
comparability 
Single-country studies 
Dionysiou et al. (2010) ТК V/M Value relevance + Information 
environment 
Choi et al. (2010) UK M Value relevance + 
Joos and Leung (2010) USA Adoption Market reaction to + Global comparability 
probability events relating to Litigation risk 
IFRS adoption 
Етазфегрег et al. (2010) Germany M Returns = 
Trading volume 
Bid—ask spread 
Goh et al. (2010) France M Value relevance of + Disclosure quality 
option expense Strength of 
enforcement 
Kalogirou et al. (2010) France M Capital structure + Net pension deficit 
Morricone et al. (2010) Italy M Value relevance = Intangible assets 


processes than passive investors and income investors. Second, following the country—month 
analysis approach of Daske et al. (2008), country-level quarterly changes in ownership are 
seen to correspond closely to changes in the actual rate of IFRS reporting in each country. 
Finally, consistent with Daske et al. (2008), Florou and Pope (2010) find that the effects of 
IFRS adoption on institutional ownership are confined to issuer countries where institutions, pre- 
parer incentives and enforcement mechanisms are strong. 

While Florou and Pope (2010) focus on institutional investors, Bruggemann et al. (2010) 
exploit a unique data-set capturing trading by individual investors in the German Open Market 
at the Frankfurt Stock Exchange. German individual investors can trade a large selection of 
foreign stocks on the Open Market. Using a sample of 4869 firms from 31 countries around 
the world, Bruggemann et al. (2010) find that stocks experience an economically and statistically 
significant increase in Open Market trading activity following mandatory adoption of IFRS. Over 
the sample period, there appears to be a substitution out of US equities and into European equities 
that coincides with IFRS adoption. 

Market-level evidence on the role of IFRS financial statement information for equity market 
participants is found in studies of the impact of IFRS adoption on equity markets. At the macro- 
level, Joos and Leung (2010) follow a similar approach to Armstrong et al. (2010) in examining 
the impact on equity prices of policy announcements indicating an increased likelihood of IFRS 
adoption. Their sample comprises US policy announcements affecting the perceived likelihood of 
IFRS being accepted in the USA. They find positive stock price effects for firms where IFRS 
adoption is expected to increase global reporting comparability. However, market reaction is 
weaker for firms with higher litigation risk, suggesting lack of agreement on the benefits of 
IFRS, at least for some firms. 

Young and Zeng (2010) explicitly attempt to model comparability effects associated with 
equity market valuation at the firm level. They examine the practical problem of multiples- 
based equity valuation in the international context by considering whether the use of international 
peer group data leads to more accurate valuation estimates compared to valuation estimates based 
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only on domestic peer group information. They find evidence that the use of international peer 
group information leads to more accurate value estimates for firms with high global exposure. 
Moreover, the absolute valuation errors based on international peer group data are significantly 
lower than for valuations based on domestic peer groups in the post-IFRS adoption period. 
The findings of Young and Zeng (2010) suggest that mandatory adoption of IFRS increases 
cross-country accounting comparability and produces b benefits in terms of more precise financial 
statement-based valuation estimates. 

More general firm-level evidence on the valuation relevance of IFRS is provided by several 
INTACCT papers. Beuselinck et al. (20106) examine whether mandatory IFRS adoption reduces 
firm opacity and contributes to stock price informativeness, based on the stock return synchroni- 
city criterion. They document a V-shaped pattern in stock return synchronicity around IFRS adop- 
tion, suggesting that IFRS disclosures reveal new firm-specific information in the adoption period 
and subsequently lower future disclosure surprises. Beuselinck et al. (20102) also find that ana- 
lysts better incorporate industry-level information into stock prices; and that the IFRS reporting 
mitigates the private information advantage enjoyed by institutional owners. Again, the results in 
this study are largely related to firms in strong enforcement countries. 

Bischof et al. (2010) find that the reclassifying banks they identified with inadequate disclos- 
ure notes suffer a long-term increase in investor information asymmetry and a reduction in liquid- 
ity, captured by the bid—ask spread, and negative market-adjusted returns. Thus, the evidence 
reaffirms that lack of transparency is penalised by the market. 

_ Other studies have examined the relation between equity market values and IFRS financial 
statement numbers — so-called value-relevance studies — in a single country context. 

Single country studies have the advantage of holding country-level institutional character- 
istics constant. The cost is that they are unable to provide generalisable results across institutional 
settings. For example, Choi et al. (2010) show that for UK firms the value relevance of published 
-earnings increased and the information added by analysis in forecasting future earnings reduced 
with the implementation of IFRS. Morricone et al. (2010) report evidence that the value relevance 
of intangible asset disclosures by Italian firms does not increase in the post-IFRS period. Based on 
a sample of French firms Goh et al. (2010) report that the value relevance of executive stock 
option expense disclosures depends on the quality of disclosures relating to the valuation assump- 
tions. Ernstberger et al. (2010) find that the market penalises firms that are subject to enforcement 
sanctions in Germany, suggesting that the market views deviations from IFRS as a negative 


signal. 


5.3.2. Sources of value impact 


Lambert et al. (2007) show using a theoretical model how improved financial transparency can 
affect security values and.the cost of capital. Essentially financial disclosure can have direct 
and indirect effects. Direct effects are associated with improved estimates of firms’ risk premia 
(equal to risk exposure, or beta, and the expected return on the market). Estimates depend nega- 
tively on the precision of the information provided by the firm. Additionally there might be indir- 
ect effects on firm value via cash flow expectations formed on the basis of enhanced financial 
disclosure. If cash flow expectations do not change proportionally to covariance estimates, firm 
value might change even if the cost of capital does not change. Thus, for example, if IFRS report- 
ing enhances transparency.and reduces misappropriation by managers and controlling .share- 
holders, the resulting reduction in agency costs will ш firm: yale even if the cost-of 
capital does not decrease: ^ ^. 

-In light of the analysis in Lambert et al. (2007), it is.therefore interesting that Botma and Joos 
(2010) find evidence that expropriation risk facing institutional shareholders falls because IFRS 
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adoption under strong enforcement changes the relation between family /management and insti- 
tutional owners. 

Karamanou её al. (2010) examine a different form of informational risk faced by outside 
stockholders, namely, the risk of trading with informed investors. This information asymmetry 
increases trading costs and reduces market liquidity, especially around information events such 
as earnings announcements. Karamanou et al. (2010) find evidence that, after the implementation 
of IFRS reporting, event period abnormal returns are less pronounced than previously, suggesting 
that the market experiences fewer large surprises. Further the estimated abnormal returns that 
could be earned by insiders appear smaller post-IFRS. 


5.3.3. Debt market evidence 


А number of INTACCT papers have considered the wider impact of IFRS on decisions and 
decision-makers in the debt markets. Florou and Kosi (2010) and Florou et al. (2010) examine 
the relevance of IFRS financial statements for debt markets. Florou and Kosi (2010) find that 
mandated IFRS adoption 18 associated with an increase in the issuance of public debt (but not 
private bank loans) and with a reduction in the cost of debt on issuance, after controlling for 
other determinants of the cost of debt. Their results are consistent with the risk premium on cor- 
porate debt falling for mandatory IFRS adopters and with the supply of debt finance increasing. 
Further evidence that the supply of capital from debt markets depends on IFRS reporting is pro- 
vided by Kalogirou её al. (2010). They show for a sample of French firms that leverage ratios 
(excluding pension obligations) fall for firms when they disclose unfunded pension obligations 
for the first time under IAS 19. 

Florou et al. (2010) provide one potential explanation for the mechanism by which IFRS 
adoption affects the cost of debt. They show that issuer credit ratings from Standard and 
Poor's are better explained by financial statement information in the post-IFRS period. In other 
words, published financial statement numbers map onto credit ratings better when they are 
based on IFRS. This in turn suggests that credit analysts make fewer adjustments to published 
IFRS financial statement numbers. If analysts’ adjustments represent a source of information 
risk, this could underpin an IFRS-related reduction in the credit risk premium. 

Further evidence in support of the conjecture that IFRS reporting facilitates credit analysis is 
provided in Charitou et al. (2010), who examine changes in default risk around the mandatory 
IFRS adoption. Credit risk is estimated from a structural credit model. Ceteris paribus, estimated 
default risk changes when IFRS adoption leads to changes in recognised debt and lower future 
cash flow expectations. Default risk captures an element of uncertainty that is potentially 
reduced through the improved disclosure and transparency associated with IFRS. Results 
suggest that IFRS-based reporting reduces the likelihood that financially weak firms are able to 
coriceal their weak status, especially where enforcement is strong. However, there is some evi- 
dence that firms for which default risk increases do attempt to engage in income increasing earn- 
ings management to mitigate the adverse effects of increased transparency due to IFRS. 


5.3.4. Summary 


The literature on the links between security (especially share) prices and financial statement infor- 
mation has a long history. Yet there is still much we do not know, partly because the technology 
we have developed in our research toolkit and the data to which we have access limit the questions 
we can ask. Thus, for example, even though we know from papers such as Lambert её al. (2007) 
that financial disclosure plays a theoretical role in estimating risk premia, we know surprisingly 
little about this role empirically (see Pope 2010, for more extensive discussion). Hence there is 
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much more work yet to be done that could shed more. light on the roles played by financial state- 
ment data prepared under IFRS and other reporting standards. 

However, the general message coming through from the INTACCT research programme and 
other contemporaneous research being conducted elsewhere is that IFRS adoption in Europe 
appears to have coincided with a variety of positive market outcomes. The byline to this headline 
is that it all depends on factors that plausibly capture preparer incentives and the quality of the 
enforcement regime in a firm’s country. 


6. Discussion and conclusions 
6.1. The need for more research 


Some commentators express doubts that some of the observed market outcome effects documen- 
ted in research to date are caused by the financial reporting regime change per se (see Christensen 
et al. 2011). There are other approximately contemporaneous regulatory changes, such as the 
EU's Market Abuse Directive and the Financial Transparency Directive, which could have 
similar positive effects on markets. However, it should be noted that the timing of effects of 
these other regulatory initiatives might not coincide exactly with IFRS adoption and could 
vary across countries. Furthermore, it is unlikely that non-accounting regulation would have 
stronger effects on outcomes for selected stocks or users where the accounting is expected to 
matter most. This strategy to solving the identification problem discussed earlier is used success- 
fully in several of the INTACCT research papers referred to above. 

It would be rash to claim that all the effects documented in recent research, some of which is 
described above, are a direct consequence of the introduction of mandated IFRS reporting. At the 
same time, the identification problem critique creates incentives for researchers to find ever more 
imaginative ways to prove that financial reporting is at work in explaining certain observable 
phenomena. The response will be ever more clever research designs, exploiting interesting 
new data-sets and drilling down into the accounting numbers and financial reporting disclosures 
in ways that leave no doubt that the researcher is uncovering accounting effects. 


6.2. A better enforcement framework? 


‘If uneven enforcement is an impediment to firms, financial statement users and economies realis- 
ing the potential benefits of IFRS, what can be done to establish better enforcement? The problem 
for firms witb incentives to produce high quality financial statements (e.g. firms with high growth 
opportunities and financing needs) but residing in countries with weak enforcement is that it is 
difficult to signal their high quality to the market. They can do so by bonding to a higher 
quality enforcement regime, such as the SEC in the USA, bv cross-listing. A major impediment 
to-this mechanism working within Europe is that, under the Transparency Directive, the national 
enforcer for EU firms is the enforcer in the market where a firm has its primary listing, so cross- 
listing within the EU does not appear to help an issuer to bond into higher quality enforcement. In 
any case, for some firms cross-listing might be viewed as prohibitively costly since these costs are 
borne entirely by the firm (i.e. its shareholders). 

Alternatively, a firm might consider changing its domicile. Interestingly, this is ТРЕЕ 
common for corporate tax arbitrage reasons, so in principle it could also ђе a solution for high 
quality issuers located in low enforcement countries, as long: as tax rates are not positively associ- 
ated with enforcement quality. 

A further solution, which would require a new ашу mechanism, is. suggested By Leuz 
(2010). His innovative proposal is to establish a global player segment (GPS), where firms 
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meeting certain criteria designed to reduce the risk that they are low quality, for example, corporate 
governance quality and ownership structure, will select to be subject to rigorous scrutiny and regu- 
lation by а supra-national body, such as IOSCO, managing the GPS. The ‘teeth’ of the GPS regu- 
lator would essentially lie in the ability to ‘name and shame’ transgressors, as well as in placing 
constraints on other agents important to financial reporting quality such as authorised auditors. 

If the political will existed to create it, the GPS system would almost certainly achieve its 
objective of creating a regulatory environment inspiring market confidence in high quality 
firms, whatever their origin. There are potential downsides, such as the cost and financing of 
Ше GPS, which Leuz (2010) addresses. However, while it is undoubtedly an innovative idea, 
there are also serious questions about whether EU member states would be prepared to cede to 
a supra-national body their regulatory authority over a group of firms that could comprise a 
very large proportion of the market capitalisation of European stock markets. 

By comparison with the GPS proposal of Leuz (2010), the current devolved enforcement frame- 
work in the EU is certainly limited. A constraining characteristic of the current EU system that 
shines through as likely limiting the effectiveness of enforcement is the lack of transparency sur- 
rounding enforcement actions, especially in comparison to the very open approach followed by 
the US Securities and Exchange Commission. The framework set up by CESR emphasises the 
right to confidentiality, and although National Enforcers such as in Ireland do disseminate some 
information on the cases investigated and the decisions reached, there is great diversity of practice 
across Europe in how much information about the enforcement process is made public. We argue 
that this leads to overall loss of confidence in many parts of the European enforcement system. 

Our alternative proposal to all the above options has the advantage of being based on a system 
of reciprocal cross-border service that already exists within the European Union. The closest 
analogy is the draft Directive on The Application of Patients’ Rights in Cross-Border Health 
Care (2008/0142). At the risk of over-simplifying what seems to be developing into a quite 
complex piece of EU legislation, this Directive, if enacted, will require member states to pass 
legislation to enable foreign EU nationals to access the same health care that they would be 
entitled to in their home country of residence. Home countries will be required to reimburse 
patients for the cost of the same or similar treatment conducted in the home country. Setting 
aside the patient who benefits because s/he happens to be unlucky enough to be abroad with 
no insurance when essential treatment is needed, others will potentially benefit because they 
will have the option to travel cross-border within the EU to receive better quality or more 
timely treatment. This right already exists to some extent but the proposed Directive seeks to 
reinforce and clarify EU citizens’ rights. 

Our proposal can be summarised as follows: in place of ‘health care’ substitute ‘financial 
reporting health check’. If (say) a firm from member state X believes it could benefit from 
better enforcement oversight by opting into member state Y’s financial reporting health check 
system, it could be given a right to do so, with the expected costs associated with review and 
enforcement being paid by the National Enforcer of country X. This proposal would have 
several potential advantages, particularly in creating competition between different enforcement 
agencies to offer higher quality enforcement where it was efficient to do so, but to cede regulatory 
authority to more efficient agencies if local inefficiencies and cost disadvantages, for example, 
related to the supply of local expertise, could not be overcome. 


6.3. Conclusions 


Research suggests that firms and users do benefit from IFRS adoption. But by no means all firms 
or all users benefit. The results from research are typically ‘on average’ results and there is much 
information yet to be discovered by trying to better understand the world behind the observed 
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average effects. The.insight provided from recent research into the roles of legal and economic 
institutions in determining financial reporting outcomes is only one example of how. research 
can help develop better understanding. Future work might consider further the importance of 
firm-level incentives and constraints such as corporate governance mechanisms and how they 
interact with properties of available financial reporting systems. It might be that the recognition, 
measurement and disclosure requirements of IFRS are not optimal for all types of firms and all 
stakeholder groups in all countries. 
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Notes 


1. Note that the Constitution includes one further objective: ‘In fulfilling the objectives . . . to take account 
of, as appropriate, the needs of a range of sizes and types of entities in diverse economic settings' 
(IFRS Foundation 2010). 

Daske et al. (2009) use the term ‘label adoption’ when describing low quality adoption of IFRS. 

The EEC objectives also included the free movement of persons, and goods and services. 

For example, the Seventh Directive on Group Accounts provides options in the treatment of the defi- 

nition of a subsidiary; exemptions from consolidations for parents that are not limited, companies; 

exemptions where the ultimate parent is a non-EU company; exemptions for financial holding compa- 
nies; the use of different valuation methods across the group; the use of proportional consolidation; and 

the immediate write-off of goodwill to reserves. See Roberts et ai. (1996). 

5. Pre-dating the Lisbon Conclusions, the Financial Services Action Plan and the Commission's Com- 

munications on Financial Services and Risk Capital had both called for the development of deep 

and liquid European capital markets to benefit both issuers and investors. 

See Finance Director Europe, 1 September 2005. 

On 1 January 2011, the Committee of European Securities Regulators (CESR) was replaced by the 

. European Securities and Markets Authority (ESMA). 

8. Ball et al. (2003) and Barth et al. (2008) are two key studies which, in motivating their research, set out 

.. the policy implications for regulators internationally. 

9. For example, Dargenidou et al. (2006) consider cost of capital estimation from expected earnings 
growth during the initial stages of accounting regime change in Europe towards IFRS, conditioned 
by the quality of financial reporting at the firm level in terms of transparency and disclosure. See 
also Daske (2006) on the relations between accounting numbers and the estimated cost of equity 
capital at the time of initial IFRS adoption. 

10. This ignores the possibility of conducting ‘laboratory’ experiments based on simulated market 
environments. Such experiments, while potentially insightful about aspects of human decision- 
making, are severely limited in their ability to capture the complexity of real financial markets com- 
prising multiple interacting economic and legal institutions. 

11. While elimination of this ambiguity is a considerable challenge to researchers, the existence of this 
ambiguity could work in the favour of policymakers, who might be able to claim credit for outcomes 
that would have occurred anyway. 

12. . See also Hail et а!. (2010) on the potential adoption of IFRS j in the USA. 

13. There have been just four such notices since 2007. Where companies are asked or encouraged to make 
prior year corrections following a Panel enquiry, the Panel sometimes asks for a reference in the note 

` explaining the correction and mentioning the discussions with ће FRRP. As a result of the less con- 
sistent issuance of press notices in recent years, the influence of the FRRP on UK financial reporting is 
now less transparent, at least to the researchers. Even before 2007, researchers were handicapped in 
being unable to identify the full set of firms that were subject to FRRP investigations, from, which 
the set of known adverse rulings were drawn. See, for example, Peasnell et al. (2001). 

14. Another approach can be found in Qu and Zhang (2008), who explore the use of fuzzy clustering 
analysis based on a broad: set of accounting items m characterise the degree of convergence 
between national GAAP and IFRS. 
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15. Private sector analysis such as Company Reporting also documents evidence on apparent non-compli- 
ance based on public information on a case-by-case basis. 

16. Given space constraints, the discussion is far from a comprehensive review of INTACCT research 
output. Further information on published INTACCT research and working papers can be found at 
www .intacct-research.org 

17. Ding et al. (2007, 2009) discuss the identification of IFRS—local GAAP differences and document 
considerable country-level variation in differences. 

18. Aliet al. (2010) also examine loan-loss provisioning behaviour for a sample of Bulgarian banks. 

19. INTACCT working papers are normally available as pre-publication drafts at: www.intacct-research. 


org/papers wp/ 
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I would like to say something in terms of review comments on this paper, and also make some 
observations as a practitioner. It is good, first of all, to be reminded that the IFRS change in 
Europe is an experiment. I think that is a good way to define it or to view it. It is not an experiment 
in the sense that if you do not like it you can go back to where you were before, but nonetheless 
‘experiment’ is quite a good description. 

In his presentation, Peter Pope indicated that the benefits from increased transparency appear 
to be realised, but not on a uniform basis because of heterogeneous preparer incentives and enfor- 
cement mechanisms across countries. He went on to say that, despite evidence that the quality of 
application of IFRS was inconsistent, the IASB had been remarkably silent on the possible 
dangers of low-quality adoption. My reaction is “They would, wouldn’t they?’ 

If the IASB’s aim is to achieve convergence and harmonisation, we would expect them to say 
that this is a good thing and that it is happening, rather than trumpeting what the differences are 
and how ineffective it is. I will come back to that point in a moment. 

Pope and McLeay also point out that in speeches Messrs McCreevy and Tweedie state that 
there will be a more efficient capital allocation and lower cost of capital. They remark that that 
is a bold claim. I think that is right. It is an assertion that those making it hope becomes true, 
if you repeat it often enough. That is, I think, quite a dangerous expectation. 

Section 4 of the paper is more a listing of research difficulties, and I did feel that that was perhaps 
overdone in the paper to the point of minor depression. However, I know that researchers have to be 
very rigorous and careful about the claims that they make, which I will instance in a moment. 

Section 5 of the paper seemed much more interesting to the practitioner, not least for the cau- 
tious wording used to describe research findings. ‘Earnings management might also be attempted 
for less benign reasons, such as influencing the outcome of debt contracts, management compen- 
sation and so on.’ Note the word ‘might’. ‘Earnings management might also be attempted to meet 
market expectations and influence security prices.’ I think this is using the word ‘might’ in the 
sense that Christmas ‘might’ arrive less than one week after 20 December. 
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There is a general conclusion in Section 5: ‘The general message coming through from the 
INTACCT research programme is that IFRS adoption in Europe appears to have coincided 
with a variety of positive market outcomes. The byline is that this depends on different enforce- 
ment regimes." The phrase ‘appears to have coincided’ is, 1 think, used in academic writing in the 
same sense that I could observe that the slightly reduced numbers of those present at the confer- 
ence where this paper is presented ‘appear to have coincided’ with unprecedented travelling dif- 
ficulties due to deep and persistent snow across several continents. 

The paper suggests that high-quality companies based in low enforcement regimes might want 
to move to a regime that gives them tougher enforcement. That is an interesting idea. Why would 
companies want to do that? They might want to do it because it is better for their reputation, to be 
seen to be better enforced and better regulated, and that says something about the quality of the 
company and its reporting. I can certainly see that that would be attractive to some companies, 
but it is probably not as straightforward as that. I can imagine that there might be a series of com- 
petitive alternatives. If you compare London with Luxembourg, for example, you might say that 
they are not in the same place in this respect, and some would gravitate towards London. Others 
might gravitate to Luxembourg, or indeed Athens, for different reasons, placing themselves at 
different points on the spectrum of regulation. I think it is not necessarily all in one direction. 

As a practitioner I want to return to the idea of ‘truth by repeated assertion’. The idea of the 
IASB and Charlie McCreevy talking about the cost of capital being reduced and capital being 
allocated more appropriately certainly is intuitively appealing and probably true but, of course, 
they are said frequently enough until people believe they are true. The role of academic research 
is to investigate whether the assertion can be supported by evidence and stands up to enquiry. 

I would like to pose this question from a practising point of view: are the assertions true and, 
whether or not they are true, are we really achieving what is claimed? The advantage of having 
everyone carrying out the same accounting seems pretty obvious, but I do not necessarily think we 
should aspire to that on a worldwide basis. There is a lot of evidence that ІЕҜЅ.асгоѕѕ most 
countries is a beneficial system, which has been advantageous to business, the professions and 
the financial markets. It is altogether more questionable to consider whether IFRS is going to 
be suitable in the US markets or whether, conversely, US GAAP, by affecting IFRS and so 
being imported into the rest of the world, is going to be valid outside the USA. This is 
because the US GAAP system has been developed over the years very much in response to a 
very particular market, which I do not think is replicated elsewhere. 

Have we achieved the outcomes and the degree of harmonisation, and therefore the cost-of- 
capital benefits that are said to come from that? The answer is *yes, partly but not entirely". If you 
compare the degree of common understanding of IFRS as between 2005 and now, my experience 
certainly is that across Europe, and to some degree across the world as a whole, practising firms 
and companies have a much better common understanding of what IFRS means. That tends to 
give rise to the same accounting, whatever the jurisdiction; but is that perfect? No, it is certainly 
not, and it has some way to go. In a way, the forthcoming introduction of more countries, includ- 
ing Japan, India and Canada, will necessarily involve us taking a step or two backwards. Over a 
number of years the common understanding of IFRS will come together again. 

I will draw to a close at that point. The title of Pope and McLeay’s paper indicates a five-year 
perspective on the IFRS experiment. It is rather like the remarks attributed to Zhou Enlai, who was 
Premier of China, when he met US President Kennedy. As is well known, possibly apocryphally, 
Kennedy asked the Premier what he thought of the French Revolution and he said: ‘It is probably 
too early to say.' 


Accounting and Business Research ; | Routledge ` 
Vol. 41, No. 3, August 2011, 269-285 pop eee 


International Financial Reporting 
Standards: what are the benefits? 


PHILIP BROWN* 


Australian School of Business, The University of New South Wales and Business School, The University 
of Western Australia (M250), 35 Stirling Highway, Crawley, WA 6009, Australia 


When countries have announced plans to adopt IFRS in lieu of the standards that had applied 
previously, they have referred to a number of benefits, mostly to do with equity markets. So it is 
not surprising that academics have looked to equity markets to assess the extent to which 
benefits may have materialised. The evidence they have gathered can fairly be characterised 
as mixed, partly because of differences in samples and the use of a wide range of proxies 
for the same underlying but unobservable idea. Nonetheless, it seems relatively clear that 
the shift to IFRS has had many consequences both for the valuation of equities and for 
equity markets more generally. Although there will always be winners and losers from 
changes in accounting standards, if only because of their distributive effects, undoubtedly 
some consequences are regarded by companies and investors as, on balance, beneficial. 
However, the story is far from complete. Ample scope remains to expand the range of 
possible benefits that are investigated and to improve, substantially, the methods used to 
seek them out. 


Keywords: accounting standards; analysts; forecasts; benefits of IFRS; cost of capital; 
globalisation of equity markets; liquidity in equity markets 


1. Introduction 


This paper was prepared for presentation at the Information for Better Markets Conference held 
in London in December 2010 and sponsored by the Institute of Chartered Accountants in 
England and Wales (ICAEW). The Institute's remit for this paper is captured in the title. I 
confine my remarks largely to benefits that may be found in financial markets and say little 
about the costs. 

Over the last few years many attempts have been made to assess the extent of benefits of 
adopting international financial reporting standards in lieu of a country’s domestic standards. 
Typically, researchers have conducted archival studies of capital market effects in countries 
where consolidated financial reports have been prepared according to IFRS’ for some years. In 
Europe and Australia, for example, consolidated financial statements prepared under IFRS 
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have been mandatory Тог listed companies since January 2005. In various countries, such as 
Germany, listed companies were permitted to adopt IFRS even before they became mandatory. 
New Zealand and Korea have both followed a similar pattern more recently. 

Although the evidence from these studies is not unequivocal, there is little room to doubt 
important economic benefits can be gained by adopting IFRS. However, the extent of the benefits 
actually achieved in any one country depends upon many things. They include: the nature of the 
standards used before the change to IFRS; the credibility of any representation that the financial 
statements comply with IFRS;? the presence of legal or other regulatory backing for the standards; 
and the degree of compliance monitoring and enforcement. 

In this paper, I will address five related questions, because the answers to these questions have 
led me to form the view that the benefits are potentially substantial. First, what is the role of finan- 
cial accounting standards? Second, when countries have adopted IFRS in particular, what benefits 
have they sought? Third, what has been their experience? Fourth, what else needs to be in place to 
gain the greatest benefits from IFRS? Fifth, what does the future hold? 


2. The role of financial accounting standards 


Although the first treatise on accounting methods was printed more than 500 years аро,” account- 
ing standards as we know them today are a relatively recent development. They have largely 
evolved in Western countries with comparatively well-developed capital markets, where fungible 
ownership rights are traded. 

Accounting standards are important in a well-developed capital market because they help 
resolve a serious agency problem. Broadly speaking, insiders — that is, the firm's controllers, 
manager-entrepreneurs or ‘managers’ for short — are better informed than outsiders about their 
firm's investment opportunities, about how hard they, the managers, will work and the perks 
they will consume, and how well the firm is doing overall. However, to grow the firm, the man- 
agers may need access to more capital, which is controlled by others who are outsiders. Being 
outsiders, they do not know as much as the managers do about the firm's investment opportu- 
nities, and they do not know how hard the managers will work or how much they will 
consume in perks. But they do know that managers will act in their own self-interest, and that 
from time to time they will take advantage of opportunities to do so. Armed with this knowledge, 
outsiders will still supply more capital, but only at a premium reflecting the cost to them of not 
being as well informed as are the managers about the return they can expect from their money. 
Therein lies the problem: what can managers do to increase their own wealth by reducing the 
firm's cost of capital, a cost which inevitably reflects the information disadvantage of the 
financiers? 

One thing the managers can do is agree to provide information; to have their performance 
monitored and their performance reports to outsiders independently verified by professional audi- 
tors. Theoretically, having agreed to such a monitoring and reporting process, the managers could 
then write individual contracts with their financiers, guaranteeing to provide each one with a 
specially tailored and audited report. But in countries with well-developed capital markets, the 
number of individual contracts for large corporations would be virtually limitless and their 
total cost prohibitive. So, where primary and secondary capital markets are important to an 
economy, uniform accounting and auditing standards will be found because they are a relatively 
low-cost solution to a serious agency problem. 

The bottom line, so to speak, is this. Accounting standards are important if not crucial in a 
complex financial market because they underpin how capital is allocated and performance is mon- 
itored and rewarded. 
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Accounting standards have differed from country to country, because of differences across 
countries in the economic and social forces that have interacted in the past to determine those 
countries’ accounting standards today. 


[M]uch of the diversity [in accounting standards across countries] results from deeply entrenched 
differences in legal systems, [in] the relationships between firms and their financiers, [in] income 
tax systems, [in] inflation rates, [in] historical ties (political and economic), [in] the extent of economic 
development and [in] the level of community education. (Brown and Clinch 1998, p. 21, reflecting on 
reviews by Meek and Saudagaran 1990 and Saudagaran and Meek 1997) 


Moreover, many of those differences are deep-seated and will not disappear quickly after a 
country commits to adopting IFRS. 

There is a related argument. International accounting standards issued by the IASB are heavily 
influenced by Anglo-American traditions. They have been framed by reference to developments 
in countries with a tradition of relatively strong, legal protection of property rights — importantly, 
against violation of the rights of minority shareholders by controlling shareholders and violation 
of the rights of shareholders in general by managers. As many have noted, adoption of inter- 
national accounting standards by countries with other traditions will not, in itself, lead automati- 
cally to the same outcomes. 


3. What benefits have countries sought by adopting IFRS? 


As of early December 2010, for domestic listed companies in 154 jurisdictions with a stock 
exchange, IFRS were required for all companies in 91, IFRS were required only for some 
companies in 6 and IFRS were permitted but not required in 26. IFRS were not permitted 
in 31 jurisdictions. There are many reasons why countries have adopted IFRS. For some 
the demand has been driven primarily by the needs of large corporations seeking access 
to international public equity markets, and large financial intermediaries (institutions) 
seeking global investment opportunities; sometimes market providers, such as the Australian 
Securities Exchange, have promoted adoption of IFRS in the hope of deepening their own 
markets. 

The expected benefits for European companies were listed in an EU statement issued in Brus- 
sels on 7 June 2002.° It said (emphasis supplied): 


... requiring listed companies, including banks and insurance companies, to prepare their consoli- 
dated accounts in accordance with International Accounting Standards (IAS) Кот 2005 onwards 

. will help eliminate barriers to cross-border trading in securities by ensuring that company 
accounts throughout the EU are more reliable and transparent and that they can be more easily com- 
pared. This will in turn increase market efficiency and reduce the cost of raising capital for compa- 
nies, ultimately improving competitiveness and helping boost growth. 











The IAS Regulation permitted deferral of adoption of IAS until 2007 in the case of EU companies 
which were listed in a non-member state and which at the time were using US or other 
internationally accepted standards as their primary basis of accounting (Regulation 1606/2002, 
Article 9b). 

In Australia, а 1997 government discussion paper? said (emphasis supplied): 


The ultimate objective for the setting of accounting standards in Australia should be the production of 
high quality accounting standards that facilitate Australian business by leading to lower costs of 


capital and enabling Australian companies to compete on an equal footing overseas, while also тат- 
taining investor confidence. (р. 1) 
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... compliance with IASC Standards ... should ... make Australian standards more internationally 
recognisable, so that Australia’s capital market is not out of step with major overseas capital 
markets. (р. 2) 





Korea made IFRS mandatory from 1 January 2011. Chungwoo Suh, Chairman of the Korea 
Accounting Standards Board and President of the Korea Accounting Institute, has made the fol- 
lowing statement (emphasis supplied): 


The benefits of IFRS adoption will not merely be limited to the competitiveness of Korean companies 
through their enhanced transparency but will also provide opportunities for Korea accounting indus- 
try to expand worldwide ... There will be a good opportunity ... to create new overseas markets 
where Korean firms can provide our IFRS adoption experience to the countries that are considering 


adopting IFRS. Korean financial companies may also develop new global markets opportunities 


through utilizing the common platform of IFRS. 








In summary, the benefits typically sought by adopting IFRS are to eliminate barriers to cross- 
border investing; to increase the reliability, transparency and comparability of financial reports; 
to increase market efficiency; and to decrease the cost of capital. A typical un-stated benefit is 
to share the costs of standard-setting and securing compliance with accounting standards. 


4. What benefits have been found? 
4.1. Some general comments 


More than 100 research papers have dealt with various aspects of the adoption of IFRS. Some 
have been published in scholarly journals and others are still in the form of working papers. 
Despite the many papers that have been written, it is nonetheless clear that researchers have 
not yet studied all of the issues that appear to matter to governments. For example, I am 
unaware of any scholarly papers on changes in regulatory costs following the adoption of 
IFRS or whether any potential savings are being committed to say increased compliance moni- 
toring and enforcement in order to secure better overall outcomes. It is also clear that researchers 
frequently have disagreed on the correct answers to some of the specific research questions that 
have been addressed. . 

Many different countries have been studied. Leaving aside *multi-country' studies, of which 
there are quite a few, papers I have reviewed recently relate to Australia, Austria, Finland, France, 
Germany, Greece, Kenya, Malaysia, Netherlands, New Zealand, Norway, the People's Republic 
of China (PRC), Russia, Switzerland and Turkey. There would be papers on other countries not on 
this list. Germany has been written about relatively frequently. 

Settings that have been studied are (1) voluntary adoption — that is, what IFRS have meant for 
companies that chose to adopt them when they were permitted to do so, often before they became 
mandatory at a later date; (2) mandatory adoption — there have been many studies of companies 
that adopted IFRS when they had no choice, such as listed companies in Europe in 2005;? and (3) 
both voluntary and mandatory adoption. When firms are offered the choice, as in Germany before 
2005, the probability of voluntarily adopting IFRS increased with the firm's size, the extent to 
which it operated internationally and if it was recently listed, and decreased with the concentration 
of its ownership (Gassen and Sellhorn 2006). The probability has also been found to decline with 
greater borrowings and the involvement of banks (Günther ef al. 2009), and to increase with the 
strength of the firm's commitment to greater transparency (Daske et al. 2009). Katselas (2010) 
found firms were more likely to be early adopters when they operated within a lower information 
environment, had a stronger performance record and were domiciled in a country with a higher 
perception of corruption. 
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There has been some diversity in the research methods that have been used. A relatively small 
number of papers have been based on responses to questionnaires. For example, a 2007 survey of 
executives of German ‘DAX-30' companies found most believed IFRS would improve the com- 
parability of financial statements, while the complex nature and cost of adopting IFRS and the 
volatility of earnings calculated by applying IFRS were among the most important challenges 
they faced (Jermakowicz et al. 2007). And an online questionnaire survey of 426 auditors, ana- 
cysts and users in 27 European countries on the meaning of ‘comparability’ found 67% of them 
interpreted it as meaning ‘uniformity’, with a strong preference for comparability over time and 
within the same industry (Cole et al. 2010). There have been a few experimental papers as well. 
However, most studies have been archival in nature and I will confine my remaining remarks to 
them. 

One study should be mentioned at the outset. It was a study of the benefits expected by stock 
market investors in the lead up to the mandatory adoption of IFRS. For about 30 years there has 
been a research tradition of examining market reactions to events that happened before an 
accounting standard was issued (Noreen and Sepe 1981). The events are chosen because they sig- 
nalled a substantial change in the odds that a standard eventually would be issued. This method- 
ology was used to study 16 separate events leading up to the adoption of IFRS in Europe 
{Armstrong et al. 2010). The sample was drawn from 18 countries, with the UK being represented 
the most heavily. Overall, event period returns were positive for firms that previously had been 
characterised by lower quality information and greater information asymmetry, indicating IFRS 
were expected on balance to benefit their shareholders at least in wealth terms. However, concerns 
about the effectiveness of the enforcement process may have led to lower equity values of firms in 
countries with a code law rather than a common law tradition. 


4.2. Eliminating barriers to cross-border investing 


As already mentioned, one benefit sought by adopting IFRS is to eliminate barriers to cross- 
border investing. A common complaint has been that differences in accounting standards have 
made it more difficult for financial analysts to forecast a firm’s future earnings, so scholars 
have looked at how IFRS adoption has affected bias, accuracy and disagreement in analysts’ fore- 
casts, or the number of analysts following a stock and sometimes the volatility in their forecast 
revisions. 

An early study found analysts’ forecasts were more accurate following adoption of JAS and 
that prior to adoption, the size of the forecast error was greater when the difference between IAS 
and the domestic accounting standards was also greater (Ashbaugh and Pincus 2001). A much 
later study also considered changes in the accuracy of analysts’ forecasts for both voluntary 
and mandatory adopters, as well as for firms that for one reason or another had not adopted 
IFRS (Horton et al. 2008). It found the largest improvement in forecast accuracy was for manda- 
tory adopters. Another international study found analysts upgraded their recommendations fol- 
lowing the adoption of international accounting standards, consistent with there being 
signalling and bonding benefits when a firm committed to applying international accounting stan- 
dards (Karamanou and Nishiotis 2009). An Australian study found that IFRS adoption had 
resulted in more accurate earnings forecasts where reported goodwill was a larger component 
of the firm's assets. Greater accuracy was attributed to the introduction of impairment testing 
under IFRS in lieu of amortisation, which had been required by Australian accounting standards 
before 2005 (Chalmers et al. 2010b). 

Learning effects are a common finding. They are only to be expected when dealing with 
complex- matters and they extend to users and regulators, as well as preparers. To illustrate, 
there was substantial non-compliance in the early post-IFRS reports of 50 large Australian 
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listed companies with respect to impairment testing of goodwill (Carlin et al. 2007).-Accounting 
for goodwill has been a problem area in countries where capitalisation and amortisation of good- 
will on acquisition had previously been required. Learning also was apparent in a study of ana- 
lysts’ consensus forecasts for German companies. Forecasts generally were more accurate when 
based оп JFRS rather than German standards, although forecast accuracy was lower in the tran- 
sition year (Ernstberger et-al. 2008). 

The removal of barriers to cross-border investing by adopting IFRS can be found in the 
decisions of international investors. US mutual funds increased their holdings in European com- 
panies that adopted IFRS relative to their holdings in a control group of companies domiciled in 
nine non-IFRS-adopting countries (DeFond et al. 2009). For mandatory adopters, the mutual 
funds increased their holdings only in countries where implementation of IFRS was likely to 
be more credible. Similarly, IFRS adoption has led to increased stock ownership by international 
mutual funds, which was attributed to reduced information processing costs and greater compar- 
ability of financial statements (Yu 2009). Another recent study used a global ownership database 
covering more than 144,000 institutional investors from around the world to study changes in 
equity ownership, following the adoption of IFRS (Florou and Pope 2009). Ownership increased 
in the adoption year and the next year as well, but only in countries where there was stricter legal 
enforcement, lower corruption levels and relatively low levels of earnings management. 


4.3. Accounting and disclosure ‘quality’ 


In a number of studies the authors have argued adopting IFRS has brought benefits in the form of 
higher quality financial statements. 

Experts regularly rate the quality of disclosures by companies in Austria, Germany and Swit- 
zerland. One study (Daske and Gebhardt 2006) concluded it had improved under IFRS in these 
three countries, which in 2004 accounted for more than half the companies кюз to have 
adopted IFRS at the time. 

-Others have focused on measures of ‘accounting quality’, of which there are many. Examples 
of so-called lower quality earnings are when the firm has engaged in more income smoothing, or 
made larger accruals adjustments when calculating net income, or has used less conservative 
accounting practices. One study concluded adoption of IFRS did not constrain earnings manage- 
ment compared to German GAAP; companies that did adopt IFRS subsequently engaged in more 
income smoothing, not less, although the effect was not as apparent among firms with a Big 4 
auditor (Van Tendeloo and Vanstraelen 2005). Similarly, it was found that accounting quality, 
indicated by several proxies for the degree of earnings management, did not improve in 
Germany following adoption of IFRS (Goncharov and Zimmermann 2006). Yet another study, 
‘based on a sample of over 1600 companies in 21 countries where IFRS were adopted in 2005, 
reported firms exhibited more income smoothing, less conservatism in their accruals and less 
timely loss recognition (as in Basu 1997) after adopting IFRS (Ahmed её а!. 2010). However, 
others have found differently: One employed 15 proxies to measure earnings management in 
17 European countries (Aussenegg et al. 2008). There was less earnings management post- 
adoption in Central European countries, although there was no change for companies in the 
UK, Ireland or Northern Europe. Another study found accounting quality improved after compa- 
nies adopted IFRS, for a sample drawn from 21 countries, in that there was less earnings manage- 
ment and more timely loss recognition (Barth et al. 2008). 

One of the more recent studies used five indicators to compare changes in accounting quality 
of companies in 15 European countries following adoption of IFRS, again with mixed results 
(Chen et al. 2010). On the one hand, ‘quality’ appeared-to increase, since the absolute size of dis- 
cretionary accruals declined and there appeared to be less rnanaging of earnings towards targets. 


Accounting and Business Research 275 


On the other hand, ‘quality’ appeared to decline, since earnings smoothing evidently increased 
while losses were recognised in a less timely fashion. 

Two other measures of the ‘quality’ of earnings are their time series persistence and their 
ability to predict future cash flows. IFRS and domestic GAAP earnings have been found to be 
indistinguishable according to these two measures (Atwood et al. 2011). 

In brief, it is obvious that not all studies have reached the same conclusion. Different samples 
and different proxies for ‘quality’ must explain much of the confusion in the literature. 


4.4. Ап aside on the influence of standards relative to managers’ incentives 


It has been argued that managers’ incentives dominate standards in determining accounting 
quality. The extent of earnings management and timely loss recognition has been measured 
before and after adoption of IFRS by German companies. The companies were classified in 
two categories, the early (voluntary) adopters and those that ‘resisted’ adoption (that is, they 
chose not to adopt IFRS until they were required to do so in 2005). Improvements occurred 
only among the former (Christensen et al. 2008). But when propensity matching was used to 
control for differences in German firms’ incentives to adopt IFRS early, significant improvements 
were found in the earnings quality of voluntary adopters relative to their propensity-matched 
counterparts in that the earnings of the IFRS-adopters were more persistent, more predictable 
and more conditionally conservative (Gassen and бе ог 2006). 

Relatively few studies have focused on Asian economies. Ап exception is one that measured 
earnings quality by Basu-type timeliness (Ball et а!. 2003). Reporting incentives in Hong Kong, 
Malaysia, Singapore and Thailand were said to have much in common with code law countries, 
although institutional characteristics were consistent with reduced demand for higher quality 
reports. It was then argued that preparers’ incentives (primarily the incentives of the boards of 
the reporting companies) can be a powerful differentiating characteristic when comparing 
*quality' across countries. 

Finally, it has been claimed that the capital market environment and the economic cycle 
during the adoption period are more powerful explanations for differences in earnings quality 
indicators than voluntary or mandatory adoption of IFRS (Günther et al. 2009). The implication 
is that managers' incentives, as reflected in the voluntary adoption of IFRS, do not obviously 
dominate accounting standards as far as earnings quality is concerned. 


4.5. Comparability 


In the context of accounting standards, comparability refers to the ability to use accounting data to 
draw valid inferences about similarities and differences both between entities and for the same 
entity over time; improved comparability of financial statements is another potential benefit of 
adopting IFRS. However, IFRS do allow some choice among accounting policies. So it is not sur- 
prising that a review of 16 accounting policies employed by “blue chip’ companies in the largest 
five stock markets that used IFRS found national practices pre-dating IFRS tended to be preserved 
post-IFRS where they were allowed. This has led to *national patterns of accounting' that may 
limit comparability (Kvaal and Nobes 2010). In particular, changes in the comparability of 
accounting numbers in Germany and Italy, both code law countries, have been studied 
(Cascino and Gassen 2010). While comparability may have improved post-IFRS, incentives at 
country, regional and firm levels have remained influential. 

Diversity in accounting practices can be expected to increase the dispersion of accounting 
measurements of the same underlying event. One study, based on a sample of 81,560 firm- 
years drawn from EU and Australian companies over the period 1994—2004 and in 2006, 
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found statistically significant reductions in the variability of ratio measures in the post-IFRS 
period, where variability was measured by the coefficient of variation (the ratio of the standard 
deviation to the mean) both across industry groups and across countries (Jones and Finley 2010). 

An alternative approach is to assess the extent to which accounting numbers pre- and post- 
IFRS can be compared to a reasonable benchmark, such as accounting numbers under US 
GAAP. One study found the adoption of IFRS improved the comparability of a firm’s results 
with those of US firms reporting under US GAAP, although differences have remained (Barth 
et al. 2010). An alternative benchmark is to use stock price as the object of comparison; that 
is, to predict stock prices using accounting variables prepared previously under domestic 
GAAP and subsequently under IFRS, and then to examine differences in the pricing errors. 
The adoption of IFRS in Australia and Europe has been investigated along these lines, using 
the 2004 ‘as reported pre-IFRS’ data and the ‘2004 as re-stated to post-IFRS’ data in 2005 
annual reports. It was found that, at least for 2004, IFRS so improved the comparability of 
accounting information produced by companies domiciled in common law and code law.countries 
that, post-IFRS, legal origin no longer helped explain the size of the pricing error (Clarkson et al. 
2010). 


4.6. ‘Usefulness’ and ‘value relevance’ 


Many studies have compared the ‘usefulness’ or ‘value relevance’ of domestic GAAP and IFRS 
to investors. This type of study typically compares some property of the returns—earnings 
relation, or fits an Ohlson-type model that relates stock price to book value of equity (BVE), earn- 
ings and other information not yet recognised in the accounts. Results have been mixed, with 
improvements reported in some countries but not in others. For example, IFRS-based earnings 
have had greater explanatory power for returns in Spain, Italy and the UK while BVE and earn- 
ings had greater explanatory power for prices in France, Germany and the UK (Devaile et al. 
2010). An earlier study had found that, over the period 1998—2002, BVE played a greater valua- 
tion role under IFRS than under local GAAP, while the importance of IFRS earnings was less 
(Hung and Subramanyam 2007). On the other hand, a marginal improvement was found for 
IFRS relative to local GAAP in Finland (Јагуа and Lantto 2010). 

A British study found UK GAAP-IFRS reconciliations (foreshadowed under IFRS 1) were 
value-relevant, although there was evidence managers had delayed the disclosure of bad news 
associated with IFRS adoption until after the event (Horton and Serafeim 2008). Goodwill impair- 
ment and deferred tax adjustments were the two reconciliation items that were newsworthy from a 
share market perspective; others had no net effect because they were either predictable at an 
earlier date or mutually offsetting. 

An Australian study found no evidence that IFRS earnings and BVE are more value-relevant 
than the corresponding Australian GAAP (A-GAAP) measures, but closer inspection revealed 
that again the goodwill component of the difference between IFRS and A-GAAP did improve 
value relevance (Goodwin et al. 2008). A second Australian study of the period 1990—2008 con- 
firmed a lack of improvement in the combined explanatory power of earnings and BVE, although 
the explanatory power of earnings did improve post-IFRS, especially among large firms (Chal- 
mers et al. 2010a). Little evidence of increased value relevance was found following adoption 
of IFRS in Norway, although once again there was some evidence that the treatment of intangibles 
under IFRS (capitalisation along with impairment testing, instead of immediate write-off or amor- 
tisation) was more value-relevant (Gjerde et а!. 2008). 

It has been observed that Greece is not a particularly favourable setting for IFRS, because of 
its code law and bank-financing orientation, concentrated ownership-of companies, poor protec- 
tion of the rights of minority shareholders and other weaknesses in its regulatory environment 
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(Karampinis and Hevas 2010). Only minor benefits followed when companies in Greece adopted 
IFRS, where the benefits were measured by conditional conservatism and value relevance. In con- 
trast, timeliness and earnings conservatism improved in a neighbouring country, Turkey, with the 
post-adoption improvement being more noticeable among financial firms (Kaytmaz Balsari et al. 
2010). 

Moving our attention to the Asian region, more than 10 years ago it was found that in a transi- 
tional economy, the PRC, there was no difference in the explanatory power of accrual measures 
under IAS compared with PRC accounting standards when predicting either (1) future cash flows 
ог (2) annual returns оп PRC stocks that could be held by international investors (Eccher and 
Healy 2000). The PRC-based measures were more strongly related to returns on stocks that 
were held exclusively by domestic investors. These results were attributed to an insufficiently 
developed infrastructure for compliance monitoring and enforcement. In Malaysia, there has 
been a closer relationship between stock price and BVE and earnings in the post-IFRS period 
(Kadri and Zulkifli 2008), while both the value relevance of earnings and earnings quality 
have improved (Wan Ismail et al. 2010). 

Returning to Europe, it has been claimed that German GAAP was more value-relevant than 
IFRS based on 2000—2004 data for a sample of companies listed on the Frankfurt stock exchange 
(Schiebel 2007). However, this claim is inconsistent with а study of DAX-30 companies over the 
period 1995—2004, for which both IFRS and US GAAP yielded higher value relevance estimates 
(Jermakowicz et al. 2007) and it is inconsistent with the finding that ће ERC, which is the slope 
coefficient on earnings in the returns—earnings relation, is greater Тог IFRS-based earnings of 
German companies (Bartov et al. 2005).'° It is also inconsistent with the finding that IFRS led 
to-more informative earnings and book values for more transparent European banks, but only 
earnings was more informative when the bank was smaller and, presumably, less transparent 
(Agostino ef al. 2010). 


4.7. Market efficiency, liquidity and the cost of equity capital 


If the adoption of IFRS signals the firm is now committed to using higher quality accounting stan- 
dards, to greater disclosures and to more openness and transparency in its dealings with outside 
investors, and if the firm honours that commitment, then its stock could be priced more efficiently 
in financial markets. Some authors have interpreted that to mean its stock price should change 
more often while others have argued that greater efficiency implies relatively more of the 
stock's market volatility would be driven by news about the firm itself, rather than by news 
about other firms. The latter group of authors have attempted to capture these changes using 
measures of ‘synchronicity’, which could be something as simple as the r-squared (RSQ) from 
the Market Model that was developed at the University of Chicago as such a powerful research 
tool in the early 1960s. For example, in order to gauge a stock's synchronicity, its weekly rate of 
return might be regressed on the average return on the market as a whole and on other stocks in the 
same industry, perhaps including lagged values of the market and industry averages as well. А 
lower RSQ would then be interpreted as relatively more price-sensitive information is being 
revealed about that particular firm. In broad terms, that is a consistent finding, although it is 
mainly found in countries with stronger protection of the rights of minority shareholders and stric- 
ter enforcement of the law. 

IFRS-based disclosures appear to have improved the efficiency of stock prices by reducing the 
extent to which the market is surprised by future disclosures (Beuselinck et al. 2009). The same 
study also found improvements in analysts’ ability to process industry-level information and that 
the value of private information held by institutional shareholders was reduced. These results 
were more applicable to companies operating in countries with a reputation for stronger 
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enforcement. A similar result was found in another study of 34 countries, in that synchronicity 
was lower following the voluntary adoption of IFRS (Kim and Shi 2010). The ‘efficiency’ 
gains were smaller for firms with a larger analyst following and where the institutional infrastruc- 
ture was stronger, as we might expect. Synchronicity in the stock markets of 44 countries was the 
subject of yet another study, which concluded that ‘better’ accounting standards (identified as 
IFRS or US GAAP) helped to improve it, but only in countries with stronger protection of the 
rights of minority shareholders and stricter enforcement of the law (Wang and Yu 2009). 

There is a saying in markets that ‘liquidity begets liquidity’, because more investors with 
money to invest and more companies seeking additional equity capital are drawn to more 
liquid markets. Market operators also like to run more liquid markets for fairly obvious 
reasons of self-interest. And IFRS have a potentially beneficial role to play in fostering more 
liquid markets. The question, then, is whether they fulfil that role. A number of studies have 
found that they do. For example, the Open Market at the Frankfurt Stock Exchange offers 
German investors the opportunity to trade in about a third of all foreign listed companies world- 
wide, many of which have adopted IFRS. Stocks that adopted IFRS were later traded more 
actively, with the mandatory adopters experiencing relatively greater volumes (Briiggemann 
et al. 2009). In an early study, the volume of trading (one of the many measures of market liquid- 
ity) among German firms that had switched to IFRS was found to be greater than the trading 
volume of those that retained domestic GAAP, while bid—ask spreads were narrower (Leuz 
and Verrecchia 2000). To be specific, the bid—ask spreads of German firms that voluntarily 
adopted IFRS before 2005 subsequently fell by an average of 70 basis points (0.796) and there 
was an average of 17 more days of price changes each year, which is another measure of liquidity 
(Gassen and Sellhom 2006). Furthermore, when the bid—ask spread was decomposed into 
adverse selection and other costs, it was found that the adverse selection component declined fol- 
lowing adoption, although not for voluntary adopters (Katselas 2010). 

According to many advocates of IFRS, the ultimate equity market benefit to the firm is to 
lower its cost of capital, on the assumption outside suppliers of capital would not need the 
same level of price protection. Stockholders would then benefit because the firm's existing activi- 
ties would become more valuable, future growth opportunities would become more worthwhile 
and some otherwise marginal projects would become economically viable. The economy as a 
whole would benefit from expanded employment opportunities. 

One of the earliest and most widely cited studies of the cost of capital found no evidence that 
IFRS led to a lower cost of capital among German companies that adopted IAS/IFRS or US 
GAAP between 1993 and 2002 (Daske 2006). Indeed, during the transition period they faced a 
higher expected cost of capital. In contrast, a lower cost of capital was reported for an indus- 
try-specific sample of 35 banks, in seven European countries, that adopted IFRS (Palea 2009). 
Further, a much wider study, based on a sample of more than 20,000 firm-years drawn from 
34 countries, including Germany, over the period 1998—2004, likewise found the cost of 
capital was lower for IFRS-adopters (Shi and Kim 2007). Another paper also reported reductions 
in the cost of capital, evidenced by positive returns at the announcement of adoption followed by 
lower long run returns after the event (Karamanou and Nishiotis 2009). To be precise, it has been 
estimated, for a sample of more than 6000 firm-year observations on more than 1000 EU firms 
over 12 years (1995—2006), that the cost of capital for mandatory adopters fell by a non-trivial 
47 basis points (Li 2010). i 

A link has been drawn between the benefits of adoption and the strength of the firm's commit- 
ment to comply with the standards (Daske et al. 2009). More ‘serious’, voluntary adopters were 
found to benefit more from larger increases in market liquidity and larger declines in the cost of 
capital. Serious adopters were identified in ways designed to reflect the strength of their incentives 
and their actual reporting behaviour. 
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Some studies have attempted to capture equity market effects by using multiple indicators of 
market outcomes. For example, EU firms have shown some evidence of small reductions in the 
cost of capital after they adopted IFRS, while their stock market liquidity has improved (Hail and 
Leuz 2007). A wide-ranging study of thousands of companies in 26 countries found liquidity and 
companies’ market capitalisations increased even before adoption, the latter indicating a lower 
cost of capital (Daske et а!. 2008). Voluntary adopters benefited more, which is consistent with 
self-selectors having had greater incentives in the first place. However, we should not attribute 
all of the benefits from greater liquidity and a lower cost of equity capital to the adoption of 
IFRS as many improvements in enforcement, corporate governance and auditor independence 
have taken place at the same time, as others have noted (Hail and Leuz. 2007). And that is to 
say nothing of the confounding effects of the many enhancements that have been made to finan- 
cial market trading methods and to the trading platforms of market operators (see, for example, 
Mercorelli et al. 2008). 


5. What else may be necessary to achieve maximum benefits from IFRS? 


First is the need for effective enforcement. Enforcement is an essential component of the insti- 
tutional fabric for securing compliance and the benefits from adopting IFRS, although there 
may be some scope for variations in the structure of the enforcement body and its methods of 
operation (Brown and Tarca 2007). 

Important interactions have been found beine enforcement and improvements in analysts’ 
forecast accuracy and dispersion (Byard et al. 2010), and in financial reporting quality, after 
adopting IFRS. One comprehensive study of the latter (Cai et al. 2008) was based on more 
than 100,000 firm-year observations drawn from 32 countries between 2000 and 2006 and 
employed a country-level enforcement index (Hope et al. 2006). The extent of earnings manage- 
ment was found to have been declining over time and it was less prevalent in countries with a 
stronger enforcement process. Another large-scale study (Houge et al. 2010) used country- 
level ratings obtained from the 2008 edition of The Financial Development Report of the 
World Economic Forum. Enforcement measures covered the enforcement of securities law and 
accounting standards, judicial independence and the protection of the rights of minority share- 
holders. The sample comprised more than 104,000 firm-year observations from 46 countries 
between 1998 and 2007. It found accounting earnings quality is greater in countries with stronger 
investor protection when they have adopted IFRS as well. 

Improvements in 2005 to enforcement actions that accompanied the mandatory adoption of 
IFRS have also been the subject of study. For example, German firms subject to enforcement 
actions have tended to be less profitable, to have greater incentives to manage earnings and to 
have poorer governance arrangements (Ernstberger et al. 2010). Returns, trading volumes and 
stock market bid—ask spreads around the announcement of an infringement all indicated that 
the threat of being subject to an enforcement action can be an effective deterrent. 

Second, with respect to education and training, there is a big role for the universities and also 
for accounting firms and professional bodies in equipping university graduates for a career in 
accounting, in developing well-trained teachers and researchers, and in catering for the pro- 
fessional development needs of practitioners, whether they are employed as preparers, users, audi- 
tors or regulators. A study of compliance with IFRS by companies in the Gulf region found that 
the degree of compliance improves with a country’s willingness to invest in the professional 
development of those responsible for compliance monitoring and when enforcement actions 
are taken against those who do not comply (Al-Shammari её а!. 2007). 

I do not need to say anything much about the importance of the independent auditor in estab- 
lishing the credibility and reliability of accounting reports, and in verifying the correctness of the 
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statement that a company's financial statements comply with TERS: Auditor independence i is 
crucial, as is ‘auditing the auditors’. 

Finally, there is a big role for legal protection of the rights of outsiders relative to insiders, to 
put it simply, and for accounting standards to have the force of law. 


6. What lies ahead? 


As Niels Bohr is reported to have once said, ‘Prediction is very difficult, especially if it’s about the 
future.'!! Nonetheless there are some things we can predict reasonably confidently about the 
future of international accounting standards. 

"There is a widely held view that entrenched differences in socio-economic conditions cause 
substantial differences in accounting practices across countries and these differences cannot be 
removed overnight. Even when IFRS are required by law, there will be ‘many a slip 'twixt 
the cup and the lip’, to quote an old English proverb. Moreover, nations have boundaries; and 
questions of sovereignty over the law and its derivatives, such as accounting standards, will 
not go away. Consequently, there will be differences in the degree of compliance for years to 
come and the potential benefits of a common set of accounting standards may never be realised 
in full. 

There is another view. Sovereignty has its limits too. Countries will depend even more heavily 
on integrated markets and international trade for the well-being of their people. In time, the finan- 
cial crisis of 2007—2008 may well be seen as little more than a painful hiccup,'? with much of the 
initial concern about the usage of fair values eventually dissipating. (It is not at all obvious, of 
course, that the shortcomings of fair value accounting lay entirely at the door of the standard- 
setters: Laux and Leuz 2009.) Be that as it may, systemic financial risk and the stability of the 
world’s financial markets will be a growing challenge and closer cooperation among nations 
will be needed. There are major benefits to speaking the same financial language in an increas- 
ingly integrated world and IFRS is part of that dialogue. 

So, what of the future? Despite some troubling differences, for example, in relation to 
accounting for research and development activities, convergence of IFRS and US GAAP will 
continue. Eventually, it may be the case that the IASB will emerge as the leading standard- 
setting body, if only for geo-political reasons. In any event, there will be more IFRS adoptions, 
although some countries will continue to allow local departures. And there will be strong pressure 
to adopt the standards as soon as practicable after they are issued by the IASB, despite the ‘crack- 
ing pace' sometimes set by standard-setters. 

We researchers will always be challenged. We can always do with better theory; for 
example, can we predict better what will change in our economies as a result of the adoption 
of uniform financial accounting standards? We can always look for better models, better 
proxies and better estimators. There is a need for a sharper focus on differences across 
countries in the regulatory underpinnings of IFRS, in compliance monitoring, in enforcement, 
and in an area I have not discussed in any detail, namely, the importance of high quality cor- 
porate governance at both country and firm levels. That said, here is my list of directions that 
might be taken in future research into the benefits of adopting IFRS. They are in no particular 
order. 


(a) Range of benefits. Many potential benefits from adopting IFRS are still to be researched. А few  . 
examples are the influence of IFRS on professional skills, education, labour market.mobility, 
business opportunities for financial institutions and professional accounting firms, and better out- 
comes resulting from improved compliance monitoring and enforcement of IFRS. There are also 
major internal benefits to” multinational companies’ with subsidiaries operating in erent у 
countries. The benefits to debt markets are also under-researched.!* 
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(b) Benefits vs. costs. Many if not most capital markets-based studies — for example, studies of the - 
relationship between stock price, earnings and book value of equity — reflect benefits net of 
costs. Other studies, for example, studies of analyst forecast accuracy, may reflect mainly the 
benefits. I expect the commercial and regulatory communities would be interested to know the 
principal drivers of the costs separately from the benefits, their economic importance and how 
they vary over time. I also expect some researchers will attempt to satisfy that interest. 


(c) Learning. When faced by complicated change in the environment, people do not fully adjust their 
behaviour overnight. In the case of IFRS adoption, standard-setters, preparers and those who issue 
guidance to them, auditors, analysts and other users of financial statements, and regulators, can all 
take a significant amount of time to adapt. Moreover, IFRS are not static: new standards are being 
introduced and existing standards revised frequently. One implication is that early results may no 
longer hold. Another is that researchers, especially users of panel data, would do well to accom- 
modate the standard-setters’ ‘shocks’ to IFRS and subsequent learning, over time, by affected 
parties. 


(d) Differences between ‘previous-GAAP’ and IFRS. И is reasonable to expect those who seek to 
demonstrate the benefits of adopting IFRS to condition their estimates on the difference IFRS 
make to the accounting numbers. More can be done to develop and calibrate models that 
explain these differences (e.g. by employing data available for the transition year), to use the 
models to predict the differences for sample companies in other years and to incorporate those 
differences in the analysis. 


(е) Variables of interest. There is considerable scope for refining key variables. For instance, although 
there are exceptions (e.g. Katselas 2010), studies.often use the ‘as observed’ bid—ask spread as if it 
were a reliable indicator of the cost of adverse selection. Another example is measures of the cost 
of capital, of which there is a daunting array. Additional examples are measures of ‘timeliness’ and 
‘accounting quality’. Much more can be done to refine these and other measures and to validate 
them in related settings, as a means of increasing our confidence in the correctness of the con- 
clusions reached in studies that employ them. 


(f) Corporate governance. Corporate governance at country and firm levels is believed to have an 
important influence on many aspects of the firm’s behaviour such as its disclosure policy, transpar- 
ency, financial policy, the quality of its accounting numbers, choice of auditor and so forth; and to 
influence the properties of analysts’ forecasts, as well as its cost of capital (Brown et al. 2011). 
While the literature on corporate governance is also yet to overcome some major hurdles (for 
example, how to accommodate enforcement), we can expect a tighter integration between the ' 
two literatures in the years ahead and a move away from single equation models of the type 
found in so many accounting studies. 


7. Conclusion 


To conclude, let me return to the question in the title to this paper: ‘What are the benefits?’ The 
answer is clear in my own mind: ‘The potential benefits to a country and its people from adopting 
international financial reporting standards are manifest in different ways. Collectively, they can be 
very large indeed although it takes more than just adopting IFRS to realise them.’ 

However, the evidence to support that view is far from complete. 
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Notes 


1. For simplicity I will not distinguish either between the IASB (International Accounting Standards 
Board) and its predecessor the IASC (International Accounting Standards Committee) or between 
IFRS (International Financial Reporting Standards collectively) and IAS (International Accounting 
Standards, the forerunner to IFRS). 

2. One would expect the degree of credibility would depend on matters such as: the extent to which IFRS 
are adopted by a country as and when they are issued by the IASB; the quality of education and training 
of preparers, users, auditors and regulators; the extent and consistency of any guidance on IFRS avail- 
able to preparers, auditors and other relevant parties; and the incentives of managers and controlling 
shareholders, auditors and regulators. 

3. Носсире4 a mere 27 pages in Fra Luca Pacioli's 615-page Summa de arithmetica, geometria, propor- 
tioni et proportionalita, printed in 1494. (Accounting texts tend to be somewhat longer these days.) 

4. Source: http://www.iasplus.com/country/useias.htm#totals (accessed 6 December 2010). [Editor's 
note: The full table shows that some of the jurisdictions classified as ‘not permitted’ are in the 
process of aligning domestic standards closely to IFRS.] 

5. See http://www.cnc.min-financas.pt/Documentos/Press release reg IAS.htm (accessed 14 January 
2011). 

6. Commonwealth of Australia (1997). 

7. http://eng.kasb.or.kr/web/services/page/viewPage.action?page-eng/about/a intro.html (accessed 17 
January 2011). 

8. See Pope and McLeay (2011) for a discussion of other papers not covered in this review. 

9. Countries that mandated adoption of IFRS can be further sub-divided into those where early adoption 
was permitted (such as Germany) and those where it was not (such as Australia). 

10. On the other hand, the earnings response coefficient (ERC) was found to be lower post-IFRS for a 
sample of Norwegian companies, which was attributed to the influence of volatility in earnings due 
to the use of fair value measurement under IFRS (Beisland and Knivsflå 2010). The capitalisation 
of intangibles was believed to have the opposite effect, that is, to raise the ERC because of better 
matching of costs and revenues. 

I1. Niels Bohr received the Nobel Prize for Physics in 1922. In fact the quote has been attributed to many 
others as well as Bohr and its origin is therefore in doubt. See http://physics.about.com/od/nielsbohr/tp/ 
Niels-Bohr-Quotes.htm (accessed 17 January 2011). 

12. See Howieson (2010) for an interesting analysis of the political pressures on standard-setters following 
the (global) financial crisis. 

13. See Pope and McLeay (2011) for a discussion of four INTACCT papers that have considered the impli- 
cations of IFRS for debt markets. 
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1 have been asked to present my personal views on the benefits of IFRS. Let me start by giving 
you an insight to the background for those views. 

Being active in the area of accounting by providing the software functionalities that most large 
zompanies worldwide use to manage accounting, you can imagine that SAP is very keen on being 
at the forefront of new developments in accounting. SAP has two public listings, one in Germany 
and one in the USA. We have more than 10 years’ experience with US GAAP because we started 
20 apply it in 1998 and in 2007 we added IFRS. When we added IFRS we did not stop using 
US GAAP: for a number of years we applied both in parallel. It was only at the beginning of 
this year that we discontinued our US GAAP reporting. 

You can see that I speak with some background of living in a US GAAP environment, more 
precisely an SEC-regulated US GAAP environment, and also I have some experience in living in 
an IFRS environment, again an SEC-regulated IFRS environment. Against that background I will 
start by saying that I feel a lot more comfortable with IFRS than I did in the old US GAAP times. 
My team opened quite a significant bottle of champagne at the beginning of 2010, when we said 
‘goodbye’ to US GAAP. 

I will mention three main reasons for preferring IFRS over US GAAP. First, IFRS are more 
predictable. Let me give you a typical scenario with US GAAP. 

А member of my team is working on an accounting memo to find the response to an account- 
ing issue or some transaction for which we need to identify an accounting procedure. The 
employee prepares an accounting memo, setting out what he or she believes is an appropriate 
application of the guidance in the US GAAP standards and any additional guidance in textbooks, 
databases and similar sources. The memo is completed and internally reviewed; we are happy 
with our views and confident that they are compliant with US GAAP. It goes to the external audi- 
tors for review; then the auditor comes back and tells us: 


Yes, you are right, you have taken an interesting position, and it is an understandable, logical, and 
convincing way of applying US GAAP. But unfortunately a member of the SEC staff at some 
point a few years back made the statement that they do not like this way of applying US GAAP. 
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They think it should be done in a different way; so we do not accept your accounting and you willhave . 
to change it. 


It could have been a statement by an SEC representative in a speech or some SEC internal training 
material; and sometimes I fear it could even be an informal statement made at a relatively junior 
level of the SEC hierarchy. 

This happens less frequently with IFRS. There appears to be a significantly higher level of 
acceptance that different people, when applying the same standards to the same transaction, 
come to different conclusions. This is important because it changes the way you discuss account- 
ing issues with your auditors. You are more in the driver’s seat when it comes to your accounting. 
And your employees are significantly more satisfied with their work. You can imagine that if an 
employee has prepared an accounting memo and is very happy with it, but finally the accounting 
needs to be entirely different, that is not very satisfying. 

The second reason why I prefer IFRS over US GAAP is that I think IFRS are more convin- 
cing. We have less cases under IFRS where we come to the conclusion: “This accounting does not 
make much sense, but this is what the accounting standards require.’ 

Let me give you an example: we frequently enter into transactions in which we sell to a cus- 
tomer the development of customised software. Under US GAAP the accounting for such trans- 
actions depends on whether developing software to the specifications of a customer is a service or 
rather the production of a software asset. If you conclude that it is production of a software asset, 
you get into the contract accounting literature; you apply percentage-of-completion accounting in 
most cases and you record a loss should the contract become onerous. 

In contrast, if you decide it is a service, you сату out a relatively similar percentage-of-com- 
pletion type of accounting, but you would not record a loss for an onerous contract. Why not? 
The SEC states that there is no explicit guidance on recording losses for onerous service contracts 
under US GAAP and that you can only record an onerous contract loss under US GAAP if there is 
specific guidance. Why is there no specific guidance? If you dig into the history of US GAAP 
revenue recognition guidance you will find that when the AICPA (American Institute of Certified 
Public Accountants) worked on the standard on contract accounting, in parallel there was work 
under way on a standard for revenue recognition from service arrangements. That’s why they 
excluded service accounting from the scope of the contracting accounting standard. Unfortunately, 
they never finished the service accounting standard. That’s why the onerous contract guidance in the 
contract accounting standard does not apply to services. Interestingly, the last draft of the service 
accounting standard included a requirement to record onerous contract losses. 

At that point you have to go to your CEO and say: ‘You know what? Depending on whether 
we вау it is a service contract, or whether it is production of an asset, the accounting is different.’ It 
is very, very difficult to say that to your CEO and everyone else who is not an accountant 
without them thinking ‘these crazy accountants’. Again, this is something that happens less 
frequently under IFRS. We feel that IFRS are more consistent, as a body of accounting 
guidance, than US GAAP. Again, that makes it easier to convince people that the accounting 
reflects reality. 

The third point is that IFRS accounting is more international. You may say that that is a 
normal thing, but it changes our behaviour. My company is significantly more involved in the 
standard-setting process of the IASB than it has ever been with the FASB. Why? First, we feel 
that the standards are made for true global use. We believe that the IFRS standards are more 
open for input on specifics of different jurisdictions than US GAAP, simply because the FASB 
produces standards for US companies not for global companies. 

We have a German board member on the IASB, which makes conversation and communi- 
cation much easier, knowing that someone on the board understands and oftentimes represents 
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German views.: The-IASB’s due process is an open process with discussion papers, exposure 
drafts, roundtables and numerous other ways of collecting the input from the different stakeholder 
groups; and the obvious interest of the IASB is to make the standards work in most if not all 
countries. US GAAP is naturally more US focused and it is a national standard-setter producing 
national standards. Our German standards are focused on German national companies, so it is a 
normal thing. 

If you look at these three reasons for being more satisfied with IFRS than with US GAAP, I 
should add a caveat. There are some people who say that IFRS are not really more principles- 
based than US GAAP and they say the only real difference is that US GAAP are older. I do 
not necessarily agree with this, but this statement reflects a risk. If regulators and auditors do 
not continue to protect the principles-based approach of IFRS, we could simply lose it. 

Why do I mention regulators and auditors here? Regulators and auditors are those who have a 
history of adding an additional layer of guidance to a body of accounting standards. We all need to 
understand that the principles-based approach to accounting under IFRS is a precious asset and an 
asset that needs maintenance and protection. If we cannot protect the principles-based approach, 
most of the reasons as to why I am happy with IFRS simply vanish. 

I hope that we manage this protection of the principles-based approach. The SEC's approach 
to reviewing IFRS-based filings has so far indicated that the SEC understands that IFRS are differ- 
ent from US GAAP. But some people say we will only be able to tell whether this approach con- 
tinues in the long run when US companies report under IFRS. 
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The links among better financial reporting, better markets, and better economy and society are 
arguable, but they remain poorly understood. The addition of IFRS to the set of available 
alternatives may improve these linkages, but granting them monopoly status does not. 
Claims that the universal adoption of IFRS as a single set of high-quality principles-based 
standards will yield global comparability are overblown. Accounting standards operate less 
like a uniform system of weights and measures and more like a single currency, in that both 
play multiple roles in modern economies. An IFRS monopoly is evolutionarily 
disadvantageous in that it eliminates the opportunity to compare alternative practices and 
learn from them. It also disallows the tailoring of financial reporting to local variations in 
economic, business, commercial, legal, auditing, regulatory and governance conditions 
across the globe. Empirical studies of statistical covariation across financial reports produced 
by IFRS have yielded mixed results and, in any case, provide little insight as to the merits 
of granting IFRS a world monopoly. The vociferous campaign in support of IFRS 
monopoly is reminiscent of the 1990s campaign in support of the now-discredited 
‘Washington Consensus’. Then, as now, it was a case of promoting theoretical benefits 
while obscuring potential costs and risks. This is the familiar story of the Pied Piper leading 
his trusting victims to their doom. 
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1. Introduction 


How do we create better markets? The question can be narrowed to refer to the creation of better 
financial reporting, or expanded to envision the creation of a better economy, or even a better 
society. Each specification of the scope of the question raises its own clarifying queries. What 
is better financial reporting? How do we find out which system of reporting is better, and for 
whom? Shifting attention from these difficult-to-answer questions simply gives rise to others. 
What do we mean by better markets? What is the linkage between financial reporting and 
markets? Are there characteristics that make for better financial reporting but do not necessarily 
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create better markets? We can escape these questions by shifting attention, yet again, from 
markets to the economy (or society), where the objective of increasing prosperity might be 
easier to agree on. But even here, troublesome questions arise about the distribution of wealth 
and about the causal linkage between the choice of financial reporting and the prosperity of 
society. We, as accountants, are naturally disposed to believe in the existence of such a 
linkage, and many others believe that some yet-to-be-specified system of financial reporting 
will generate greater wealth, and perhaps even distribute it more justly among the members of 
society. There is little evidence to support or deny such beliefs; perhaps the burden of proof 
lies with those who hold them. The desire for and the pursuit of prosperity is understandable; 
the hope that International Financial Reporting Standards (IFRS) — especially IFRS as a mon- 
opoly — will help us succeed in this endeavour is not. Let us explore why. 

It is useful to subdivide the task of addressing the downside of IFRS into two modes of its 
adoption — one as the single standard within and across various legal jurisdictions in the 
world, and the other as a candidate available, along with other national or international competing 
alternatives, for use by companies in jurisdictions which may allow such a choice. I welcome and 
support the development of IFRS as a competing alternative that national authorities may make 
available to the reporting entities under their jurisdictions (registrants), However, ‘IFRS-as-an- 
alternative' has not been the direction in which the International Accounting. Standards Board 
(IASB) and its advocates have targeted their efforts. Their focus has been to persuade national 
regulators to adopt IFRS as a single set of standards to be enforced on all registrants through 
the enactment of local and regional laws and regulations. A large part of my remarks are, there- 
fore, directed to the ‘IFRS-as-monopoly’ proposal. 

In the popular imagination, accountants are often thought of as the ultimate professionals, but 
also as unimaginative robots. Popularity, imagination and creativity are characteristics that take on 
unconventional and largely negative connotations when attributed to accountants. As pro- 
fessionals, they are expected to stand firm in their judgments when the winds of adverse 
opinion buffet others around them; if they cater to popular opinion, they are seen as panderers. 
Imagination and creativity, which enable most of us to discover solutions to our intractable pro- 
blems, in accountants are perceived as the crafty, opportunistic manipulation of financial reports. 
Accountants are simply supposed to be different — vigilant guardians whose job is to save us from 
our own weaker selves. They may sometimes be permitted a modest degree of creativity in devis- 
ing means of persuasion, but they are rarely expected to be imaginative, and certainly are not sup- 
posed to seek popularity. 

Over the past decade, the vociferous and well-financed campaign to manufacture and market 
IFRS as a single set of high-quality principles-based standards for use by all seems to have been 
designed to exploit this aspect of the image of accounting and accountants. I would like to explain 
why, given the nature of accountants' role, the objectives claimed for IFRS are unlikely to be met. 
To the extent they manage to succeed, I shall explain why and how the consequences will do more 
harm than good with respect to the efficient functioning of organisations and markets. Much has 
been made of the presumed empirical evidence that supports the virtues claimed for IFRS over the 
alternatives. À review reveals the evidence to be mixed at best, however, and it is often irrelevant 
to policy on IFRS. 2 : 

Many critiques of IFRS have focused on specific accounting standards issued by the IASB. 
This paper, instead, analyses the consequences of the process through which IFRS are created 
and may be implemented as a monopolistic set of standards for the world. Since the analogy 
of uniform weights and measures has been a major part of the argument to promote IFRS mon- 
opoly, I examine its problems, and suggest a uniform currency, for example, the euro, as a better 
analogy. I use the economics of standardisation to examine which features of financial reporting 
may benefit from IFRS. I examine nine bases for deciding for or against IFRS, and find little 
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support for-adoption of IFRS as a monopoly. I also examine 11 challenges that standard-setters 
face. Instead of helping address these challenges, imposition of IFRS may only render them 
more intractable. 


2. Weights-and-measures analogy 


The specification and enforcement of a uniform scheme of weights and measures is one of the 
earliest functions of even primitive governments in human history. Not surprisingly, the 
analogy of IFRS as a scheme of uniform weights and measures in the domain of financial report- 
ing for the whole world has been used to sell the idea to lay audiences as well as professionals. If 
the universal use of the metric system helps improve efficiency, so will the universal adoption of 
IFRS, or so the argument goes. 

The problem is that IFRS have less in common with the metric system, and more in common 
with the euro. Once the significant costs of transition to a single system of weights and measures 
have been incurred, there is little doubt that a uniform system yields continuing efficiencies which 
may justify the capital cost of its adoption. The scheme of weights and measures, once chosen, 
implemented and enforced, is invariant with respect to the decisions and choices made by 
parties to the transactions. 

Government-issued fiat money, on the other hand, is used not only for facilitating exchange, 
but also for managing such aspects of the macroeconomy as credit, income, inflation, 
employment, trade and growth, Whether the advantages accruing to a multitude of polities of 
using a single currency — not having to visit currency exchanges at airports, for example — out- 
weigh the disadvantages of losing control of money as an instrument of fiscal, monetary and 
zade policy in all participating countries is a more complex question. It cannot be addressed 
by simply claiming that a single currency is necessarily preferable to local currencies as a 
single standard of value across Greece, Portugal and France. And yet, this is what the 
weights-and-measures analogy implies, and what the advocates of universal adoption of 
IFRS seek to do. 

Corporate financial reporting has functions that extend well beyond those analogous to the 
weights-and-measures situation, such as enabling income comparisons, measuring profitability 
or determining the value of corporations.! As history shows, national governments use corporate 
financial reporting as instruments of policy on taxation, economic stimulus, compensation and the 
regulation of financial systems. Whether governments should do so is not the issue on the table at 
present, however. The question of whether a single currency or a single set of accounting stan- 
dards should be used in all countries of the European Union (or the world, for that matter) 
cannot be settled by endlessly repeating the ‘comparable weights-and-measures' exhortation; 
such decisions call for a more careful analysis of the consequences. 


3. Which things/practices are best standardised; which are not? 


Standards have played a critical role in the development of human civilisation by promoting 
quality or coordination, or both (Sunder 1988, Jamal et al. 2003, 2005, Jamal and Sunder 
2007a, 2007b). Absent standardisation, a great deal of our prosperity and comfort would 
not' be achievable. For example, quality and coordination standards for food and 
hygiene allow us to safely eat food prepared by strangers, and standards for electric current 
and wireless protocols allow us to recharge our cell phones and communicate with others 
around the globe. 

`` The question is not whether standards in general are good or bad for us. Instead, we need to 
reflect on (1) which aspects of our lives could benefit from either quality or coordination 
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standards; and (2) in those cases where standards can be beneficial, what is an efficient process for 
identifying and developing effective and desirable standards. 

We benefit from standards when we are reasonably confident that a solution or design has 
been found which is so efficient that it is unlikely to be worth the effort to continue a further 
search for even better solutions; or alternatively, when further search for better solutions can con- 
tinue, largely unhindered, even as we standardise what we believe to be an éfficient interim 
solution. 

To what extent, and in which respects, can we benefit from standardisation of financial report- 
ing? Standards to require disclosure of specific items are a form of quality standards for financial 
reports. On the other hand, standards requiring financial reports to follow specific formatting are a 
form of coordination standards, because their value arises from a commonality of usage, similar to 
rules requiring us to drive on one or the other side of the road (see Baxter 1953). However, 
measurement standards, which constitute the vast majority of what-the IASB and other boards 
require, combine elements of quality as well as coordination, in varying degrees. 

Whether meant to improve quality or coordination, there is always a possibility that the stan- 
dards chosen could be either good or bad, and therefore may bring benefits or harm. The standard- 
isation of weights and measures has brought much prosperity to society; the standardisation of the 
QWERTY keyboard, in spite of its early efficiency (in slowing down typists so the type bars on 
mechanical typewriters would not jam), continues because of the investment of time in develop- 
ing a traditional typist’s skills, in spite of the demonstrated superiority of alternatives such as the 
Dvorak keyboard. Inertia, too, plays a role in its continued usage. It is therefore important that, in 
financial reporting also, we take care to select those aspects of financial reporting that would best 
profit from standardisation, and devise a reliable process to choose the standards that are put into 
practice. 

In a world dominated by electronic data processing, the establishment of formatting standards 
for financial reporting is necessary, but the specific choice of the format is largely a technical 
matter that need not be of much concern in our present discussion. Further, with changes in tech- 
nology, these standards can be allowed to co-evolve without much active intervention by account- 
ing regulators. 


4. Bases for deciding for or against IFRS 


On what bases, then, can we assess whether an IFRS monopoly will contribute to better markets 
and better economy? These bases should include a consideration of their contribution to the pros- 
perity and wealth of society, their inclusion of relevant information from all parts of the economy, 
their stability over time, their adaptability to changes in economic environment, their robustness 
against manipulation and their resistance to capture by narrow interest groups. On the flip side, 
covariation between accounting and stock market data, the promotion of IFRS monopoly by 
firms and groups whose interests they may serve, and the number of jurisdictions in which reg- 
ulators may claim to have adopted IFRS in expectation of attracting investment capital from 
abroad or loans from the World Bank, should not be the bases for deciding on IFRS. Let us 
take each of these considerations in turn. 


41. Contribution to the prosperity and wealth of society 


Contribution to the welfare of society is the ultimate criterion for judging the adoption of a public 
policy proposal. However, it is also the most difficult to apply. On occasion, we may be able to 
find reasonable arguments or evidence on costs and benefits, buta comprehensive analysis of 
specific, identifiable cost-and-benefit consequences is out of our reach in practical terms. 
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Perhaps the best we can do is to draw parallels between the processes used in financial reporting 
end in other comparable domains. This I shall do in a later section. 


42. Inclusion, of relevant information from all parts of the economy 


Decisions on standards, whether they relate to the choice of (1) specific standards, (2) institutional 
structure and process of writing standards, or (3) the scope of standardisation, affect most, if not 
all, members of society (Sunder 1997, Chapter 11). The information needed for making such 
choices is dispersed among a very large number of people and institutions. For the chosen 
policy to have desirable properties, that policy is best determined on the basis of as much of 
this information as can be gathered and incorporated into it. Organisations such as the IASB, 
staffed with a small number of subject matter experts, do not know important pieces of infor- 
mation, such as constituent preferences, available alternatives and new strategies that might be 
devised in response to the chosen standards. Attempts by standards boards to elicit constituent 
preferences may garner biased responses from the better-organised parts of their audiences. 
Even those audiences may not know which of the proposals on the table would best serve 
their interests if they lack prior experience of them. Despite following due process, standards 
boards can make only an approximate assessment of the consequences of proposals, unless 
those proposals have already been put in practice. To include as much information as possible 
оп decisions about standards, therefore, it is better to select from options for which experience 
from the field is already established. Unfortunately, neither the IASB nor the Financial Account- 
ing Standards Board (FASB) has imposed this constraint on their choices in the past, often gen- 
erating unanticipated consequences after the implementation of their innovative proposals. 


4.3. Stability over time 


Like other bodies of law, rules and regulations, financial reporting standards also change the oper- 
ating environment (pay-offs, constraints, strategy sets, players) of the participants. Therefore, as.a 
general rule, we should expect various participants to re-evaluate their strategies, and potentially 
alter their behaviour, based on their post-adoption environment. Since participants constitute an 
important aspect of the broader environment, changes in behaviour by some potentially require 
changes in the behaviour of others. Over time, this action—reaction dyad may or may not settle 
down into a stable pattern of behaviour. The point is that each change in financial reporting stan- 
dards is a source of new strategic uncertainty, and therefore requires that the participants make 
appropriate adjustments to each change. To the extent that stability and the reduction of uncer- 
tainty are goals of the standard-setters, those authorities should be biased in favour of a stable 
set of standards. This would mean that they would introduce new standards only after they 
have considered the additional ‘cost’ of creating new turbulence in the financial reporting 
system by introducing changes. 

If IFRS are promulgated by a permanent board with a permanent establishment, there is a 
natural inclination in the organisation to keep a full docket, and to publish new standards as evi- 
dence of its productivity and value for the resources spent on it. While some new standards may 
be well justified, excessive standard-setting that continually introduces new perturbations in the 
reporting environment is an inevitable consequence of permanent institutions like the IASB or the 
FASB (Sunder 1981, 1997). In deciding on IFRS-as-monopoly, this tendency of the standard- 
writing institution should be kept in mind. IFRS have been promoted on the grounds that they 
are principles based, because the IFRS rulebook comprises a mere 2700 pages, as compared to 
the 15,000-plus pages of the US Financial Accounting Standards (FAS). Is it not possible that 
the IFRS rulebook is so much thinner only because the IASB started later and had fewer 
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resources? Given time and staff, it will likely catch up with the FAS rulebook. After all, similar 
structures can be expected to yield similar outcomes. In any case, even 2700 pages are a lot of 
‘principles’ for any learned profession (Sunder 2009). 


4.4. Adaptability to changes in economic environment 


The environment of financial reporting is in flux, due to myriad events in the economy, markets 
and organisations. Even an organisation which is fully aware of the need for stability must 
respond to some changes in the environment by issuing new standards, or by modifying the exist- 
ing ones. The IASB, like the FASB and many other national boards, is designed to respond to calls 
for action from regulators and constituents. However, the IASB has no advantage over other 
boards with respect to responsiveness. If anything, its ability to respond is attenuated by its 
global composition and the necessity that it cover the divergent conditions prevailing in 
various parts of the world. It cannot adapt its standards to changes in a constrained or limited 
portion of the global economic environment. | 


4.5. Robustness against manipulation 


There are several ways that threats to manipulate the IFRS can arise. The undue influence of a 
single country in the development of standards can be controlled by constituting the IASB 
with members from diverse economies of the world. However, it is possible that most of these 
countries may choose a professional accountant to represent them, thus creating an aggregate 
imbalance among various constituencies in the Board. A third kind of manipulative threat 
arises in the form of existential challenges to the organisation itself by powerful lobbies and poli- 
ticians. A corporate body, especially one endowed with monopoly powers, is more vulnerable to 
such challenges. In comparison, when multiple standard-setting bodies coexist with one another 
and with social norms, their power to hold their ground against political and interest group press- 
ures increases. In such circumstances, these bodies can tell their challengers to use the alternatives 
available from other sources. 


4.6. Resistance to capture by narrow interest groups 


In his seminal work, Stigler (1971) pointed out the ever-present threat of regulators being captured 
by the parties they seek to regulate. Capturing parties have to have an interest, power and concen- 
tration to succeed. Professional accountants as well as business corporations, especially in the 
financial industry, both seem to satisfy these conditions. The dependence of the IASB on these 
groups for funding its operations increases the risk of capture. In recent years, taxation of 
public corporations has been proposed (and implemented, in case of the FASB) as a solution 
to this risk. Since taxation deprives the monopoly standard-setters of information feedback, I 
suggest that a better solution is to gather royalties from reporting entities that may choose to 
report on the basis of a competing set of standards (Sunder 2010). Any tendency of corporate 
managers to choose ‘cheap’ standards for their reporting would be counterbalanced by the vigi- 
lance of the investment community, which can use such management behaviour as a signal about 
managers’ competence and confidence (see Dye 1985, Levine 1996). Further, regulators who 
choose to permit certain sets of standards to compete in their jurisdiction can sanction flagrant 
violators of the threshold of acceptability in their society. 

The above six factors have a reasonable claim to be considered in assessing whether or not to 
adopt IFRS-as-monopoly. There are also several other considerations often mentioned in the lit- 
erature as bases for this assessment. The following paragraphs examine these arguments. 
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4.7. Correlation between accounting and stock market data 


A large amount of research effort on the objective assessment of IFRS has been devoted to esti- 
mating the statistical relationships between stock prices on the one hand, and accounting data gen- 
erated under IFRS and other accounting regimes on the other. A higher correlation between stock 
prices and the accounting data generated by IFRS as compared to the data generated by, say, the 
US FAS would supply objective evidence that the stock markets find the IFRS more informative 
than the FAS. According to this well-meaning argument, since neither the data nor the statistical 
estimates are influenced by the identity of the researcher, such analyses provide an objective basis 
for assessing alternative standard sets. 

This argument has two weaknesses. First, it assumes that the stock market is the critical if not 
the sole criterion for selecting a financial reporting regime. If, as mentioned above, the choice of 
financial reporting is to be based on enhancing the welfare and prosperity of society, the stock 
market is not sufficient for this purpose, unless the welfare of all others were invariant with 
réspect to the choice. There are other markets, including bond markets, markets for managerial 
and other labour, and markets for various goods and services that constitute the economy. Finan- 
cial reporting plays various but important roles in them all. An argument that justifies choosing an 
accounting regime solely on the basis of a better functioning stock market is not defensible. 

Even if one were to concede to the stock market complete sovereignty over all matters of 
financial reporting, the statistical method does not deliver the promised goods. Consider a 
simple illustration. Attempts to produce policy-relevant empirical research often take the follow- 
ing form: let us posit Financial Reporting System A as the status quo that generates Price System 
A through a causal impact of accounting on markets: 


Financial Reporting System A — Price System A. (1) 


Since it is the status quo, the policymakers (and the researchers who may be engaged to assist 
them) have available to them data on financial reports as well as the stock market (prices, 
volume, etc.) generated under System A. They can use research tools to estimate the statistical 
relationship, such as a correlation between the accounting and the market data. Let us denote 
this estimated statistical relationship by R(A). Note that the estimated statistical relationship 
has no directionality: 


Financial Reporting System A ж Price System А. (2) 


Now suppose that the policymaker considers an alternative financial reporting system B, which 
will change the status quo to a different reporting standard. Again, under the maintained hypoth- 
esis of causal impact of the changes in financial reporting on the stock market, we admit to the 
possibility that it could generate a different Price System B: 


Financial Reporting System В — Price System B. (3) 


Note that if we do not even admit to the possibility of a change in financial reporting causing a 
change in the price system, we would reject, ex ante, any relevance financial reporting might have 
for stock markets. Before changing the financial reporting from its status quo, the policymaker 
may want to know its consequences for stock prices. Let us suppose for now (we shall relax 
this assumption shortly) that we are able to observe both the financial reporting. as well as 
stock market data under System B, and use this data to estimate the statistical relationship, 
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denoted by R(B), between financing reporting and the stock market under the proposed system: 


Financial Reporting System B ze Price System B. (4) 


The first question we ask is: What inferences about the relative desirability of systems A and B 
can we draw on the basis of comparing R(A) and В(В)? Suppose R(.) is a linear correlation or the 
coefficient of determination of a linear regression, or some such measure of statistical proximity 
of the financial reports and the resultant stock prices. It is tempting, at first glance, to say that a 
financial reporting system that has greater statistical proximity to the corresponding stock prices 
should be preferred. Indeed, that is the so-called ‘information content’ criterion which has been, 
and continues to be, used extensively in the accounting literature of the past four decades. 

However, if the desirability of a financial reporting system were to be judged by the statistical 
proximity of the relevant accounting and market data, it is trivially simple to achieve the financial 
reporting nirvana. All one has to do is to use the market data to prepare the financial reports. For 
example, if the change in market capitalisation over the year were reported as the income of the 
firm for that year, accounting and market data would be not merely proximate statistically, but will 
be identical. Simply feeding the market data back to the markets through financial reports would 
be silly, because such reports will be worthless in providing any information to the market. In such 
a world, having turned financial reporting for the markets on its head, we shall have financial 
reporting from the markets. Absent other sources of information, prices in an economy with 
‘market-based’ reports would be indeterminate and therefore inefficient. Consequently, one 
cannot usefully assess the relative desirability of alternative financial reporting systems on the 
basis of the statistical correlation between the respective sets of accounting and market data.” 

The above analysis is based on the assumption that the data from System B, the alternative to 
the status quo System A, are available to estimate R(B). For many accounting policy problems, it 
is possible to estimate hypothetical accounting numbers that would be reported under the policy 
alternative, provided that the real decisions of the managers (e.g. research and development, 
investment, etc.) would not be influenced by a switch to the alternative reporting regime, and 
that sufficient information on the parameters of the firm were available to the analyst. 
However, stock market data under the alternative regime cannot be available before it is 
implemented, nor can it be constructed through either contemplation or analysis. What can one 
do to estimate R(B) in (4) above, assuming that would be useful in some way? 

This additional difficulty has led many analysts to simply replace Price System B by 
Price System A, and to estimate the statistical proximity R*(B) of accounting data B with 
market data A, and then to draw an inference about the desirability of financial reporting 
systems on the basis of comparing R(A) with R*(B), instead of R(B) which is unavailable, as 
shown below: 


Financial Reporting System A < 5 Price System А 


N 
2 е 
2 


2 
Financial Reporting System В дев) Price System В. 


Doubtful as it is to assess the relative desirability of A vs. B on the basis of comparing R(A) and 
R(B), doing so on the basis of comparing R(A) to R*(B) is even more difficult to defend. What is 
the meaning and significance of R*(B), and what сап its comparison to R(A) possibly tell the 
policymakers about the relative merits of these reporting regimes? One could defend the use of 
R*(B) on the basis of the assumption that it is reasonable to replace the unobservable Price 
System B by Price System A, because the contemplated change in financial reporting regime 
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has no consequences for the price system. But such an assumption strikes at the very roots of the 
whole approach: why compare the relationship between accounting and stock price data if the 
former have no effect on the later. 

There have been many studies that evaluate IFRS on the basis of this method of analysis. The 
results have been mixed (see the full working paper version noted in the acknowledgments for a 
summary of these and other empirical studies). Unfortunately, the empirical studies of covariation 
of financial reporting and stock price data are essentially irrelevant to the problem of whether 
companies, countries or the whole world should choose IFRS monopoly for financial reporting. 


4.8. Promotion of IFRS by various firms and groups 


The past decade-and-a-half has seen a concerted effort to promote and market IFRS to investors, 
regulators, companies, teachers and the general public in many parts of the world. IASB has an 
obvious interest in promoting acceptance of IFRS. Four major audit firms and their international 
networks appear to have made a policy decision to promote a monopoly status for IFRS, and have 
used their considerable resources for this purpose (Harris 2008). These firms repeat verbatim the 
language used by the IASB (e.g. a single set of high-quality, principles-based financial reporting 
standards to promote comparability across the world) without giving specific reasons why they 
have taken this position in the policy domain. ЈЕ has been suggested that the large audit firms 
see international standards as a strategy to take'a larger share of the audit market from small 
and local firms. However, there has been so little public discourse on these matters that it is dif- 
ficult to know for sure. | 


4.9. Опе hundred and twenty countries can't be wrong 


Public officials in many countries, eager to attract foreign investment capital for their develop- 
ment, have been led to believe that the adoption of IFRS will help them. Consequently, many 
have or claim to have adopted IFRS. Given the difficulties of translation, and implementation 
of IFRS in variable local environments, whether the claims of its adoption can be meaningfully 
translated into more comparable financial reports across nations and continents remains to be 
seen. As in other aspects of our lives, following the crowd is a questionable approach to deciding 
whether or not to adopt IFRS. 


5. Challenges of setting standards 
5.1. How do we learn what is better? 


What are our sources of learning, and means of discovering, what good financial reporting is, in 
the sense of making markets better or generating more wealth and prosperity for society? First, 
there are some a priori beliefs that we carry from our understanding of the broader world in rel- 
evant contexts and from past experience. For example, these may include truthfulness (represen- 
tative faithfulness), relevance, timeliness, unbiasedness or the like. These are regarded as 
maintained hypotheses in most analyses, because subjecting them to further questioning does 
not appear to be a fruitful endeavour. There is no reason to think that the a priori assumptions 
underlying IFRS are any better or worse than those underlying alternative standards. In any 
case, there is no evidence to the contrary. 

A second approach to learning is the systematic analysis of the problem on the basis of known 
first principles. For example, on the basis of known laws of physics, an engineer may be able to 
form a reasonable assessment of how a newly designed electrical circuit will function. On the 
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basis of known laws of supply and demand, and the estimated parameters of the problem, а busi- 
пеззтап may form a reasonable assessment of the product price that will yield maximum profits 
for him. In financial reporting, we do not seem to have identified yet such first principles on which 
we have broad agreement. Without such principles, our ability to form a reasonable assessment of 
the consequences of any changes we engineer in the system of financial reporting is severely cir- 
cumscribed. I am not aware of any current work to take us in that direction. Neither the IASB nor 
other standard-setting organisations in various parts of the world have any advantage over one 
another in forming better standards for better markets. 

A third approach to learning is to conduct systematic experiments in controlled environments 
to examine the properties of alternative financial reporting regimes. In social domains where 
such experiments can have major unanticipated consequences for the participants, there is under- 
standable reluctance to conduct them. For these reasons, when such experiments are undertaken, 
they allow voluntary participation. Since the decision to participate may itself differentiate the 
participants from non-participants in important and relevant respects, the usefulness of such 
experiments is limited. On occasion, historical accidents may create situations that can be 
regarded, ex post, as experiments, and data gathered from them analysed to gain useful insights. 
However, such events are too rare to serve as a reliable basis of learning about financial reporting 
alternatives. 

These difficulties lead us to conduct small-scale laboratory experiments on students or pro- 
fessionals, either by paying cash to them or by relying on the assumption that their behaviour 
will remain unaffected by the hypothetical nature of the experimental tasks they are asked to 
perform. Further, institutional interactions and their complexities in financial reporting are diffi- 
cult to capture in hypothetical laboratory tasks. Understanding and choosing institutional relation- 
ships require experience and a time-scale much longer than what is typically available, and can be 
available, in experimental settings. Neither the IASB nor the other regulators have relied on 
experimental method to learn about the potential consequences of the financial reporting interven- 
tions they contemplate. 

A fourth, and most commonly used, approach to systematic learning is to analyse obser- 
vations from the past about changes over time in a given place, or variations across places at 
a given time, or both. We may, for example, assess from past data how changes over the 
years in accounting for bank loans gone bad in the USA may be systematically related to the 
observable behaviour of bankers, borrowers and investors. Or we may enquire into how the 
choice of financial reporting standards allowed in Switzerland might have influenced their 
markets, as compared to most other domains where such choice was not permitted. Rooted 
in actual facts of the past, this approach to documented learning has obvious appeal. Unfortu- 
nately it, too, has severe limitations. The observable behaviour available for analysis leaves out 
critical unobservable variables, such as expectations and private information on which the be- 
haviour of various agents is dependent. Equally important, statistical analysis of past data 
allows us to establish covariation but rarely causation. Policymaking requires the latter and 
has little use for the former. Third, any data from the field are susceptible to self-selection 
and endogeneity. 

What would the introduction of a world monopoly of IFRS (even if it were confined to the 
major economies) do to our ability to become better informed about potential improvements in 
financial reporting and create better markets? Of the four methods of learning mentioned 
above, the IFRS-as-monopoly would have no advantage over its alternatives in the first 
three. With respect to the fourth approach, the monopoly would make it virtually impossible 
to make cross-sectional comparisons of alternative accounting regimes and of their 
consequences on the basis of field data, because no such data would be available in a universal 
IFRS regime. 
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5.2. Standards and alternatives 


Written standards enforced by authority are an important but not the only instrument for improv- 
ing quality and coordination in society. Order in many if not most aspects of our lives is attained 
by shared expectations, social norms and exchange (Sunder 2005а, 2005Ъ). For example, beyond 
hygiene and safety, there are few written standards for food served in restaurants. Yet, these estab- 
lishments create, maintain and deliver myriad preparations to satisfy the diverse tastes of their 
customers on a consistent basis. The same is true of colleges, cars and clothing. If the arguments 
offered to promote IFRS-as-monopoly are to be believed, the world would be a better place if a 
single body specified a uniform cuisine, cars, clothes and curriculum, as well as uniform laws and 
a single language for everyone in the world. 


5.3. Principles vs. uniformity 


Promoters of the IFRS endlessly repeat that a ‘single set of principles-based standards . .. promote 
comparability’. In spite of its apparent appeal, a fundamental contradiction is hidden within this 
claim. Any body of principles, which are more general and less specific than rules, must also 
permit greater room for individual judgment in their application. Individual judgment means 
diversity of interpretation, and consequently less uniformity and comparability. The problem 
with the rhetoric used to market the IFRS was pointed out early: ‘Common global standards, if 
read to mean identical, is an illusory and unobtainable goal’ (Breeden, former chair of the US 
Securities and Exchange Commission) and ‘a uniform classification of transactions that occur 
in diverse environments is logically impossible’ (Fearnley and Sunder 2005, 2007a, 2007b). 
Since no two transactions or events are identical in all respects, does uniformity mean any two 
transactions with any similarity must be treated alike, or that any two transactions with any dis- 
similarity must be treated differently (Sunder 1984, 1997)? The two answers to this question yield 
radically different solutions. This problem and the foundational ambiguity of the concept of uni- 
formity were ignored, and have inevitably arisen in empirical studies of application of IFRS in 
practice (Rezaee et al. 2010). 


5.4. Language and translation 


The rhetoric of IFRS often draws on the metaphor of accounting as the language of business and 
cites the benefits of using a single accounting language across the world. The presumption is that 
the single precise meaning of accounting terms, specified by a central authority and enforced 
under the law, will improve communication between reporting entities and their constituents. 
However, 


Consider the failed utopian vision of Esperanto. It was proposed in 1887 as an artificially constructed 
global language to eliminate the difficulties of communicating across the world. Languages are alive 
with words with their multiple and ambiguous meanings continually entering, evolving and becoming 
obsolete. This development is bottom-up, driven by users of language, not top-down, controlled by 
lexicographers. Esperanto failed because its promoters ignored the fundamental nature of language 
in their search for uniformity. (Fearnley and Sunder 2006, p. 26) 


Ambiguity of meaning is necessary for communication and its evolution (Kitchen 1954). If the 
meaning of ‘shirt’ were to cover every detail of the garment, either all shirts will have to be iden- 
tical or every shirt would need a different word to describe it. 

Since IFRS documents are written in English, they must be translated into the various natural 
languages of the world. Each natural language has vocabulary and character of its own, and it is 
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not possible to find words and phrases to create the exact translation of the.English originals. 
Anecdotal stories of how Turkish or Japanese translations deviate from the intent of the original 
are heard but difficult to evaluate in the absence of unanimity behind bilingual authoritative 
voices. How shall one know if the financial reports putatively prepared under IFRS are indeed 
comparable across borders, except to rely on the assurances offered by those who claim to 
know those languages? 


5.5. Discovery and evolution 


Financial reporting is a particularly complex example of a social system in which a large number of 
individuals and groups, each with their own unique interests, information and opportunity sets, act 
and interact dynamically. Past decades of efforts at shaping the financial reporting regime through 
top-down regulation suggest that our ability to design financial reporting standards to attain a given 
set of outcomes, or to predict the response of this complex system when a given set of standards are 
promulgated, is limited at best. Yet, financial reporting does require some rules. In broader socio- 
economic contexts, Hayek (1988) called it our fatal conceit: 'Since people had been able to generate 
some system of rules coordinating their efforts, they must also be able to design an even better and 
gratifying system' (p. 7). But social systems have little to do with design. They are the result of evol- 
ution through trial and error and selection. What can we do? 

Ап alternative to the top-down design approach, which has dominated the accounting dis- 
course of the recent decades, is to place greater reliance on the bottom-up evolution of financial 
reporting practices. Allowing deliberate room for experimentation will facilitate experience with 
newer methods, and help us discover some that might work better by satisfying various constitu- 
ents (Dye and Sunder 2001). This would be the social equivalent of Darwinian evolution in 
biology and the accounting equivalent of Herbert Spencer's social evolution. А process that 
allows and encourages the discovery and evolution of better financial reporting in the context: 
of experimentation in real markets admittedly will be slow, but it has a better chance of improving 
the regime. Granting a monopoly to the IASB, or to any other corporate body, will take us in the 
opposite direction. 


5.6. Fit in the legal, economic and business system 


The uniformity and comparability argument in favour of IFRS ignores the interrelationships 
among the economic, business and legal institutions of society and the corresponding regimes 
of financial reporting and auditing. One cannot impose an externally devised set of financial 
reporting standards on economies with diverse legal, corporate governance, and auditing and 
commercial codes, and expect comparable results simply because they share a set of financial 
reporting standards (see Ball 1995, 2006, Sunder 2002). After years of denial by the promoters 
of IFRS, recent announcements and studies are beginning to reveal that the application of 
IFRS across national jurisdictions has not been, and is unlikely to be, uniform, nor is it likely 
to generate comparability (see, for example, KPMG 2006, 2007, Lang et al. 2006, Leuz 2006, 
E&Y 20072, 20076, Smith 2008). 


5.7. Criteria for choice of standards 


Top-down standard-setting needs criteria for deciding which financial reporting practices are 
better. As mentioned earlier, representational faithfulness, neutrality, timeliness, relevance and 
reliability are among the characteristics that might provide answers to this problem. However, 
it is rare to see either the IASB or the FASB use such criteria to defend their specific proposals 
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over alternatives on a consistent basis. In the academic literature, lowering the cost of equity 
capital often appears as a criterion for improving financial reporting. However, the cost of 
equity capital is simply a price at which capital is rented from one party to the other. In any 
market transaction, what is cost to one side is revenue to the other. Would the world be a 
better place if the price of capital, or potatoes for that matter, were lowered, ceteris paribus? Con- 
sumers could buy more for the same amount of money, but the farmers will get less for the same 
truck load of their produce. Without placing some additional conditions, how can one say that it is 
socially desirable to lower the price of potatoes, or capital? I have not yet seen an answer to this 
simple question. 

Fortunately, letting the financial reporting practice evolve through experimentation and 
experience under light and benign regulatory oversight does not require us to choose such criteria. 
Instead, the supervisor can move to a higher level criterion such as investment, growth and gross 
national product as a measure of how well the economy is doing under the regime. If, looking 
across the borders, the supervisor finds other economies are doing better under an alternative 
regime, he may nudge the locals to experiment with imitation. Indeed, the appeal during the 
decades of the mid-twentieth century, and the recent criticisms of the US system of financial 
reporting, appear to be linked to the performance of the US economy. 


5.8. Fractal structure of reality 


In his seminal work Benoit Mandelbrot (1977) proposed ‘fractal geometry’ as the label for math- 
ematical structures that are infinitely detailed. There is no limit to how far you can zoom in and 
And additional features without ever seeing a repetition. He went on to apply his mathematics to 
physical phenomena such as the shapes of mountains, coastlines, snowflakes, trees, etc., and to 
stock markets. Socio-economic phenomena, too, have no natural limit in their detail. This is 
also applicable to financial reporting and the standards written to govern them. 

There is no natural limit to the amount of detail in standards and rules. It is always possible to 
ask for further clarification, on the grounds that the rule is not clear enough. Rulebooks get thicker 
over time through this process of endless demands for clarification, and not, as the promoters of 
IFRS might have us believe, because their writers do not believe in principles. The reason the 
IFRS rulebook is thinner than the FAS is not because one believes in principles and the other 
in rules; it is simply that IASB has not been around for as long as the FASB has been. Their pro- 
cesses are similar, and so will be the nature of their rules. 


5.9. Role of judgment and social norms in professions 


Like bicycle training wheels, spoon-feeding and unemployment benefits, written standards of 
financial reporting can help us to learn, develop our own ability and judgment, and become 
self-sufficient, if they are set aside in a timely fashion. Hang on to them for too long, and they 
become permanent props and developmental barriers. When an auditor calls a standards board 
for clarification, it is rarely because of the failure of his/her judgment; it is more likely a 
failure of nerve to exercise that judgment in the face of pressure from the client. It is not easy 
for a corporate body, whose sole function is to issue rules, to say no to such requests, in spite 
of the fact that issuing clarifications and so-called guidance relieves the auditors of the opportu- 
nity — indeed obligation — to exercise his or her judgment on the way to becoming a professional 
cripple, dependent on such guidance. 

While the principles-based goal of IFRS is laudable, whether the IASB, operating as a global 
monopoly, can withstand the pressure to furnish professionally crippling guidance to accountants 
is questionable. Instead, IFRS, coexisting and competing with various national standards, have a 
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much better chance of.operating in a world of social norms of financial reporting (see Sunder 
2005a, 2005b) formed by this collectivity. In this world, it would be possible for accountants, 
investors and academics to compare alternative standards, and entities who choose to use them 
in their reports would be able to form their own judgmenis about the state of the entities, and 
motives of their management. 


5.10. Financial reporting and financial engineering 


The global financial crisis of 2007—10, especially in the financial industry, has made it clear that 
accountants are not the only ones who run the world of financial reporting. They share the space 
with a rarely acknowledged elephant in the room — the financial engineers. Accountants spend 
years discussing and devising their standards, and then the financial engineers take a few hours 
or days to design new instruments, transactions or organisations to find their way around the 
new standards to serve the reporting goals of their clients. No matter how complicated the 
rules the boards write, they cannot place effective constraints on reporting entities as long as 
the latter can devise new instruments and transactions. 

Will an IFRS monopoly be more effective than a competitive regime of multiple standard- 
setters in dealing with financial engineering? In a competitive regime, there will be more exper- 
imentation, and there will be a rational basis for comparing how economies or entities under 
alternative standards function. By adopting a monopoly regime, accountants would unilaterally 
discard the only tool they have for dealing with the scourge of financial engineering. 


5.11. Eye-in-the-sky and camera—model interaction 


We can think about the relationship of a camera and its subject in two ways. One is as an unob- 
trusive eye-in-the-sky that flies high above and beyond the awareness of those being photo- 
graphed. The second is the relationship between a model and the photographer. When the 
photographer points the camera, the model poses and smiles; when the photographer puts the 
camera down, the model relaxes, and may even frown. 

We like to think that the accounting camera can operate as an eye-in-the-sky, and capture the 
model of the reporting entity the way it is — no posing and no distortions. But that is not possible. 
Managers and accountants are fully aware of each other’s intentions and actions. There is little 
opportunity for them to surprise each other. Financial reports are always posed, not candid, pic- 
tures. People who see the pictures make adjustments for their posed or candid nature. So should 
the readers of financial reports. Overestimating their power to enforce their intent, monopolist 
standard-setters write rules intended to prevent subjects from posing. These rules fail, however, 
as is clear from the history of misstatements and restatements issued by public firms. In а com- 
petitive financial reporting world, IASB and its competitors, as well as the reporting entities and 
their investors, decide for themselves how long they wish to be led by authority. 


6. Concluding remarks 


As much as we may dislike it, the fact is that, at least in the USA, the accounting profession has 
had little to contribute to the most important policy decisions about the accounting regime that 
have been made during this past decade. Perhaps the same holds true, to varying degrees, in 
other jurisdictions. Most of the decision-makers — politicians and civil servants — know. little 
about accounting, and fall prey to the ideas of whoever can ‘whisper in the ears of the 
princes’. There is little verified knowledge about accounting regimes available to inform such 
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decisions. Besides, policy science has made little progress in researching accounting or its prac- 
tice as a profession. 

The ancient tale of the Pied Piper has become a metaphor for a leader who entices people to 
follow (especially to their doom) by offering the promise of benefits, front and centre, while 
hiding the costs and risks behind the fog of time and uncertainty. IFRS-as-monopoly is not the 
first example of pied pipers in modern economic and business policy. In the 1990s, the so- 
called Washington Consensus on macro-economic policy had the backing of the International 
Monetary Fund, the World Bank, and most major economic powers and thinkers in the world. 
There were few critics then. Today, the Washington Consensus lies discredited and ignored, 
and has no defenders (Naim 2000). Similarly, the euro was adopted with much fanfare in 
1999, and its benefits were promoted by the powerful and the knowledgeable. Today, the 
wisdom of that move is less clear. The IFRS, if allowed to develop by choice of investors and 
reporting entities in a competitive environment, is a good idea. If they happen to attain a universal 
following through such a market process, so be it. But let us think again about the damage we 
could inflict on our markets and economies by granting it a worldwide monopoly through the 
edicts of national governments. 


Acknowledgements 


This is a revised version of a paper presented at the Information for Better Markets Conference, Institute of 
Chartered Accountants of England and Wales, London, on 20—21 December 2010; and at the International 
Symposium on the Prospects of IFRS Adoption: Present Situation in the U.S., Canada, and the World, 
Waseda University, Tokyo, Japan, on 3 February 2011. Гата grateful to Kai Du for preparing a detailed analy- 
sis of research on IFRS available in the working version of the paper (http://ssr.com/abstract=17633 11). 
I am also grateful to the Editor, an anonymous referee, Karim Jamal, Ken Lee, D.R. Myddleton, Richard 
Macve, Shizuki Saito, Brian Singleton-Green, Eiko Tsujiama and others for their comments and suggestions, 
and to Nancy Gratton and Diane Whitbread for preparation of the manuscript. 


Notes 


1. The evidence that adoption of IFRS results in greater comparability of financial reports across national 
boundaries, even within the European Union, remains to be adduced; anecdotal evidence in support is 
accompanied by similar evidence to the contrary. 


2. This is true, even from the point of view of investors. Once we include the points of view of other parties 
in the financial reporting system, the justification for statistical correlation weakens further to the point 
of disappearance. However, this broader issue is not addressed here. See Beaver and Demski (1974) and 
Sunder (1997). 
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The underlying question for this paper is ‘What are the downsides of IFRS adoption?’ I welcome 
the opportunity to challenge preconceived ideas; in this case, the orthodox view of IFRS. It seems 
likely that for many the orthodoxy is that IFRS is a good thing but the paper has provided some 
interesting challenges. 

I work on the sell side, which means that we produce research reports. Accounting infor- 
mation is absolutely vital for the work of the analysts in all investment banks. It is a hugely impor- 
tant input into what we do. Some analysts are better at it than others. We could argue about 
whether the capital markets studies disprove the importance of accounting but, in the 
humdrum of everyday experience, accounting is very much at the core of our activity. 

The paper refers to IFRS as a monopoly and explores the danger of that state. The key ques- 
tion is therefore ‘what is the alternative?’ The paper indicates a solution of having IFRS as a 
choice in each regime, presumably in addition to the national accounting standards. 

Clearly, this would result in national domestic monopolies, US GAAP being a good example. 
It would appear to me that a lot of the negatives in connection with a monopoly would apply with 
national (domestic) monopolies. There is a big question mark surrounding the idea that if we had a 
suite of national monopolies the cream (quality accounting) would rise to the top. 

The paper notes anecdotal stories of how Turkish or Japanese translations deviate from the 
intent of the original but I do suggest that it might still be easier for us to get our heads around 
the translation of something into a foreign language when we are all talking about the same rule. 
It is very difficult, in an environment with lots of cross-border transactions to have a Turkish 
translation of an English rule, or an English translation of a Turkish rule. Does the translation of 
an IFRS rule represent the best compromise? It is a question of which is worse, which is more 
challenging. I do not necessarily have an answer to that, but I leave the reader to think about it. 

We have the idea of domestic monopolies but what about the costs associated with having 
many different accounting standards? A decade ago, if I were talking to US investors, they 
would view European accounting as a bit of a joke; impenetrable, impossible to understand: 
different rules in different countries; not translated at all into any common language (English). 
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Investors simply gave up on many European countries, particularly emerging markets, because 
they perceived the accounting to be of low quality and unfamiliar. It really encouraged them to 
invest in so-called safer Anglo-Saxon type markets if they wanted to be protected from poor 
accounting. That is something that has been transformed by IFRS. When I speak to clients 
now about emerging markets, it excites them that China broadly has IFRS. There are some differ- 
ences. Clients are worried about the quality of auditing and governance, but the fact that we have 
overcome the particular concern about divergent technical accounting rules is progress. 

We should not underestimate the problems previously facing an analyst who covered a pan- 
European sector like autos and had to deal with the vagaries of German GAAP and French GAAP 
(there is unfortunately very little UK GAAP involved in the auto industry any more). There was a 
massive cost in dealing with all the differences and difficulties of aligning those GAAP calcu- 
lations. IFRS have not eliminated that challenge because, clearly, there are still some accounting 
choices. However, IFRS have made analysis more straightforward. Whether we like it or not the 
market reacts to point estimates of numbers, whether those be PE multiples or ЕУ/ЕВЈТРА or 
some other measure. That single accounting estimate input into these valuation metrics is at 
least coming from a suite of reasonably consistent accounting rules. 

There were some almost nonsensical calculations carried out in the City a decade ago. 
Suppose, for example, the analyst was comparing return on equity under German GAAP and 
UK. GAAP. АП the goodwill at that time written off against equity in the UK. The analyst 
could not always reverse out those differences in a simple way. The idea that we are miles 
away from that is a massive improvement in the practical day-to-day humdrum of people who 
use accounting to make investment decisions. 

If I am talking about what we feel to be positive or negative, I have given some examples 
there. Behaviour has changed; by having consistent accounting and rules such as option expen- 
sing and the like, corporate behaviour has changed. Corporates know there is no point in moving 
to another country because similar rules exist there. So the amount of accounting arbitrage has 
dramatically reduced and it has changed corporate behaviour, probably for the better. 

With consistent accounting language I can go to Johannesburg and talk about IFRS 9 and they 
know exactly what I am talking about. There is no issue of local standards being different. That 
leads equity analysts to have a more sophisticated approach to what they are doing. 

The advent of IFRS has actually engaged the investor community. There are challenges for the 
investor community commenting sensibly on accounting standards. One of the problems is the 
time it takes to understand alternatives and judge which one is better. My personal experience 
is that the time it takes to acquire the technical toolkit plus the further time to make the judgment 
renders the overall process very difficult. Nevertheless, I do not think we have ever seen a higher 
level of engagement with the investor community. When there was more parochial accounting in 
local, domestic economies, there was not that level of engagement. I think that the advent of IFRS 
and global standards have been a real driver behind the peak in that interest. 

I would not want, as my last comment, to say everything has been positive. One of my con- 
cerns is that the more accounting changes I see (leasing being a great example), the more I hear 
investors referring to ‘normalised’ earnings per share. However, I think that will happen anyhow 
even with retention of a domestic accounting model, having IFRS as an option. There is no point 
pretending: accounting is considerably more complex than it used to be. I question whether that is 
the fault of IFRS; I think the world has become a more complex and difficult place. 
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This paper reviews recent advances from the institutional economics and accounting literature 
to help build a nascent framework for ‘new institutional accounting’ (NIA) research. The 
framework has five basic elements: (i) institutional structure (formal vs. informal); (ii) level 
of analysis (macro institutions vs. micro organisations); (iii) causation (exogenous vs. 
endogenous institutions); (iv) interdependencies (complementarities); and (v) efficient vs. 
inefficient outcomes. I apply the framework to help provide insights into the determinants 
and outcomes of accounting institutions (including IFRS) and non-accounting institutions 
observed around the world. I conclude with a discussion of opportunities and directions for 
future research on ‘new institutional accounting’. 
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1. Introduction 


This paper synthesises recent advances from the literatures of institutional economics and 
accounting to help build a nascent framework for ‘new institutional accounting’ (NIA) research.’ 
I apply this framework to help provide insights into the interrelationships between institutions and 
International Financial Reporting Standards (IFRS) around the world. A key theme of this paper is 
that the determinants and outcomes of both accounting institutions (including IFRS) and non- 
accounting institutions are fundamentally intertwined. The ideas presented in this paper draw 
upon and complement recent related surveys on reporting regulation, accounting standards and 
IFRS (see, for example, Kothari 2000, Ball 2001, 2006, Leuz and Wysocki 2009, Hail et al. 
20102, 2010b, Leuz 2010). 

There are five basic elements to the suggested framework for analysing the determinants and 
outcomes of both accounting institutions and non-accounting institutions: (1) institutional structure 
(formal vs. informal); (ii) level of analysis (macro institutions vs. micro organisations); (iii) causa- 
tion (exogenous vs. endogenous institutions); (iv) interdependencies (complementarities); and (v) 
efficient vs. inefficient outcomes. Using these five basic elements, I discuss some of the strengths 
and weaknesses of recent advances in research on the interplay between institutions and financial 
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reporting and economic outcomes. I also use this basic framework to provide insights on the links 
between institutions and JFRS. 

The remainder of the paper is organised as follows. Section 2 summarises what is meant by the 
term ‘institutions’ and provides examples of recent theoretical and empirical advances in the study 
of institutions. This section also suggests reasons why institutions arise to address problems of 
exchange in an economy. In addition, I highlight the difficulty in empirically documenting 
which key institutions directly affect economic outcomes. In Section 3, 1 review the recent empiri- 
cal literature that attempts to document the impact of institutions on corporate financial reporting 
and on related market outcomes. Section 4 focuses on recent empirical studies that examine the 
links between IFRS and institutions. Section 5 concludes the paper with a discussion of sugges- 
tions for future research. 


2. What are institutions and why do they arise? 


I begin by highlighting key concepts from the literature of institutional economics that help define 
the concept of institutions (including accounting as an institution) and how these institutions arise 
to address problems of exchange between economic players. 


2.1. Defining institutions 

One way of viewing institutions is that they are mechanisms that facilitate efficient exchanges and 
interactions between economic players (Olson 1965, Williamson 1975). Economic history has 
shown that many economies have institutions that are inefficient, yet these institutions seem to 
persist (see, for example, North 1981). Therefore, North (1990) proposes a more.encompassing 
definition of institutions as the ‘humanly devised constraints that shape human interaction’ 
(p. 3) that provide the ‘rules of the game in society’ (p. 3) where the actions of players (organis- 
ations) are governed by rules (institutions).? Institutions influence organisational choices by defin- 
ing which actions are suitable and supportable in an economy. Davis and North (1971) highlight 
that these legal, political and social rules establish the basis for production (both efficient and inef- 
ficient), exchange and distribution in an economy. Similar parallel concepts have also arisen in the 
sociology literature where institutions are defined as the ‘cognitive, normative, and regulative struc- 
tures and activities that provide stability and meaning to social behaviour’ (Scott 2001, p. 33)? 

In a general sense, institutions are both formal and informal mechanisms that guide economic 
and social exchanges and interactions. North (1994) highlights that informal institutions (includ- 
ing values and social norms) support and provide legitimacy to formal institutions (such as the 
laws and regulations).* Axelrod (1997) also points out that informal and formal institutions 
can be mutually reinforcing because values and norms are often formalised into laws and regu- 
lations, while laws and regulations can provide outside validation of values and norms. North 
(1990) highlights that in cases when formal institutions break down or cannot deal with certain 
contingencies, informal institutions can fill the void to prevent a total breakdown of economic 
transactions. 

Another useful way to classify institutions is to differentiate between exogenous and endogen- 
ous institutions in an economy (see Davis and North 1971). Exogenous institutions are the formal 
and informal macro-rules in a country, including the legal system, cultural norms and social pat- 
terns. А key feature of exogenous institutions in a country is that they are ‘sticky’ and generally 
change slowly over time.? In contrast, endogenous institutions are the formal and informal micro- 
rules created by parties to facilitate specific interactions or exchanges within a given (exogenous) 
institutional environment (Davis and. North 1971). Therefore, endogenous institutions (which 
include specific laws, contracts and organisational forms) give rise to the idea of deliberate 
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institutional design (see Bresser and Millonig 2003). The role of institutional design in promoting 
economic development and freedom is also a central theme in the institutional economics litera- 
ture (see, for example, Hayek 1960, Olson 1965, Demsetz 1967, North 1981, 1990, North and 
Weingast 1989). 

This discussion of a working definition of institutions provides a natural starting point to intro- 
duce three of the five elements of the basic framework for ‘new institutional accounting’: (i) insti- 
tutional structure (formal vs. informal); (ii) level of analysis (macro institutions vs. micro 
organisations); and (iii) causation (exogenous vs. endogenous institutions). Sections 2.2 and 
2.3 introduce the two other elements of the framework, namely: interdependency and efficient 
vs. inefficient outcomes. 


2.2. Why do institutions arise? 


In a neoclassical economy with no transaction costs, institutions are irrelevant. However, as 
noted by Coase (1960), the neoclassical model only holds with zero transaction costs. 
Becker (1965), North (1981) and Barzel (1982) point out that transaction costs can be signifi- 
cant in an exchange setting if it is difficult to determine the qualities and quantities of traded 
items, if there are problems in enforcing the terms of trade and when trade is not repeated 
petween economic players. In such cases, the players have incentives to engage in opportunis- 
tic behaviour that ultimately inhibits trade. Therefore, from an efficiency perspective (see 
Olson 1965, Williamson 1975), institutions arise to curtail this opportunistic behaviour and 
thus improve gains from trade. In particular, institutions can lower transaction costs, reduce 
information costs and information asymmetry, lower coordination costs, enforce and protect 
property rights, prevent deadweight loss, internalise externalities and address other possible 
market failures (see Coase 1937, Alchian and Demsetz 1972). On the other hand, North 
(1981) notes that the creation of increasingly complex institutions, with associated rules 
and contracts, increases the need for a central authority (the state) to enforce these rules 
and contracts. Expanded state authority provides opportunities for influential players to gain 
advantage with uneven state enforcement of rules and contracts which can lead to inefficient 
contracting and inefficient economic outcomes. Therefore, depending on the starting con- 
ditions and the existing institutional environment, the contracting demand for institutions 
can either lead to a virtuous cycle of more complex institutions and more efficient trade 
and growth, or to corruption, influence peddling and stagnation of trade and growth. As 
noted by Djankov et al. (20032) in their appeal for research in the field of ‘new comparative 
economics', a fundamental issue in institutional design is balancing the trade-off between the 
costs of opportunistic behaviour in economic exchanges (disorder) and the costs of state 
control with its unequal distribution of coercive power (dictatorship). The inefficiency per- 
spective of North (1981) highlights the fourth element of the NIA framework: efficient vs. 
inefficient outcomes from institutions. 


2.3. Accounting as an institution 


The aforementioned transaction costs approach to institutions can also be used to understand 
accounting as an institution. In an economy, trade between and within firms and other contracting 
parties will be costly if it is difficult to verify the properties of what is being exchanged (including 
goods, capital and labour), if there are problems in enforcing the terms of exchange, and when 
exchanges are not repeated. Therefore, accounting is one institutional mechanism that can help 
lower transaction costs, reduce information costs and information asymmetry, lower coordination 
costs and improve enforcement of property rights (see also Watts 1977, Watts and Zimmerman 
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1986, Waymire and Basu 2007). From а historical perspective, the institutions literature acknowl- 
edges the role of accounting as an institution that helps facilitate more complex transactions in an 
economy. North (1990) notes that the enforceability of contracts is critical for economic develop- 
ment, and the application of accounting and auditing methods for use in debt collection and in 
contract enforcement helps facilitate this economic development (see also Watts and Zimmerman 
1983). | 

Understandably, academics and practitioners alike often focus on the benefits and virtues of 
accounting as an institution. However, like any institution, the creation of accounting and other 
supporting institutions can incur social costs because this increases the demand for a central auth- 
ority to enforce the rules and contracts. Again, expanded central authority provides opportunities 
for certain influential players to tilt the accounting system and the contracting system in their own 
favour leading to inefficient economic outcomes. Therefore, while observed accounting insti- 
tutions may lead to improved trade and growth, they may also facilitate corruption and inefficien- 
cies. Therefore, in any analysis of an accounting system that arises in an economy, one must 
understand the balance between the possible benefits from increased contracting efficiency 
against the costs of central enforcement with its accompanying unequal distribution of coercive 
powers. 

This institutional view of accounting highlights that it emerges endogenously in an 
economy. Therefore, the form, efficiency and quality of an accounting system is influenced 
by not only the physical and technological endowments and constraints in an economy, but 
by the presence of other man-made institutions that affect supply of, and demand for, financial 
information. These other institutions include the legal system, corporate governance mechan- 
isms, and the existence and enforcement of laws governing investor protection and disclosure 
standards (see also Kothari 2000). However, the existence and development of these institutions 
also likely relies, in part, on the existence of an accounting system to specify contract terms and 
to allow monitoring and enforcement of the contracts and rules governing the exchange of 
goods, capital and labour. This ‘chicken and the egg’ problem highlights fundamental issues 
of endogeneity and complementarity between accounting and other (non-accounting) insti- 
tutions. Therefore, the final element of the NIA framework is the issue of interdependency of 
institutions. 


2.4. Importance of institutions for growth and capital market development 


Whether and how institutions affect economic growth is a growing area of academic research. The 
field of ‘new comparative economics’ has emerged in recent years to understand how and which 
combinations of institutions in a (market) economy promote economic development (see, for 
example, Djankov et al. 2003a). However, a debate remains as to whether exogenous institutions 
(such as those transplanted by colonial development) or endogenous institutions ultimately affect 
development and growth. 

More directly related to accounting is the growing body of evidence about which institutions 
are the primary mechanisms for financial market development as well as their effects on firms’ 
financing decisions, ownership structure and dividend policies (see, for example, La Porta 
et al. 2000). In some countries, institutions promote honest financing transactions and commit- 
ment to good governance. This leads to more efficient capital markets and a self-reinforcing 
cycle leading to greater economic prosperity. In other countries, the observed institutions often 
lead to a declining feedback cycle where growth and development are stunted (La Porta et al. 
1997, Rajan and Zingales 2003) and inefficient institutions continue to perpetuate (Acemoglu 
et al. 2001). 
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2.5. The challenge of identifying and documenting which institutions are important 


While many theories exist for the possible role of institutions in influencing economic outcomes, 
it is ultimately an empirical issue to confirm the real-world effects of institutions on economic 
activity. Furthermore, academics and policymakers are interested in which institutions are necess- 
ary, sufficient or most important for economic and capital market development.’ The economic 
history work of Douglass North (Davis and North 1971, North 1981, 1990) provides important 
historical narratives and case studies of the rise and impact of institutions in certain economies. 
Also, anecdotal evidence from the experiences of closely related regions (i.e. the former East 
and West Germany) suggest that different institutional choices can lead to dramatically different 
economic outcomes. However, to draw more generalisable inferences, researchers have turned to 
large sample studies of countries and firms to document the link between institutions and econ- 
omic outcomes. In addition, these studies can examine more modern and advanced institutions 
that have developed in recent decades.? 

These empirical studies attempt to provide insights into how specific institutions (in particular, 
designed institutions) affect the development and growth of economies and the efficiency of 
capital markets. Four methods have been generally used to document the effect of institutions 
on economic outcomes: (1) quasi-experiments using ‘good’ instrumental variables, (2) exper- 
-ments where an assumed country-invariant industry characteristic is interacted with a 
country-level measure of the relevant institution(s), (3) micro-level surveys of managers’ 
perceptions of institutional constraints in countries where their firms operate, and (4) descriptive 
cluster analyses. 

The first method attempts to create a quasi-experimental setting to understand the impact of 
institutions by using good instrumental variables. Many recent studies follow the approach of 
Acemoglu et al. (2001) and use a country’s colonial origin as the key instrumental variable for 
the quality of various institutions in the country. Other quasi-experiments use geographic location 
as instrumental variable for institutional quality in the country (e.g. Hall and Jones 1999), The 
important contribution of this literature is that it highlights the distinction between exogenous 
and endogenous institutions. This distinction is also important for the analysis of the interaction 
between accounting and other institutions. 

One limitation of the ‘quasi-experimental’ approach is that the identifying instrumental vari- 
able (such as colonial origin) is assumed to affect only the average economic outcomes in a 
country through its effect on a small number of specific institutions (which generally focus on 
the protection of property rights). But, there likely exist other plausible competing channels 
and other institutions through which the observed economic outcomes can arise (e.g., Carlin 
et al. 2010). To rule out possible competing effects, one runs into the problem that there are innu- 
merable institutions that may affect the economic outcome of interest (the ‘curse of dimension- 
ality’), yet only a limited number of observed countries in the world on which to collect data 
for a quasi-experiment. Even if satisfactory instrumental variables can be found there may not 
be enough degrees of freedom in country-level regressions to fully differentiate and rule out 
numerous possible competing hypotheses and effects. 

Another limitation of aggregate country-level studies is that one can document associations, 
which may be consistent with the hypothesised effects, but the direct causal mechanisms for the 
economic outcomes are less compelling (see, for example, discussion in Levine and Zervos 1998 
and Rajan and Zingales 1998). Most country-level studies rely on proxy indicators of the business 
environment, such as the strength of the legal system (La Porta et al. 1997, 1998), regulatory 
constraints (e.g. Djankov et al. 2003b, Botero её al. 2004) and governance (e.g. Kaufmann 
et al. 2010). However, many of these country-level proxies exhibit little or no variation 
over time. Thus it is difficult to distinguish these observed country-level institutions from 
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country-, sector- or region-specific effects that may reflect other attributes in a country other than 
the specified institutions. 

Finally, across-country studies of institutions that use common identifying instrumental vari- 
ables suffer from a unique problem that ironically arises from the success of these variables. 
Morck and Yeung (2011) argue that ‘successful’ instrumental variables lose their value with 
repeated application:in empirical studies because of an ‘econometric tragedy -of the commons 
bias’. In other words, each successful use of an instrumental variable likely creates latent variable 
bias problems for all other applications of the instrumental variable in both past studies and even 
future studies of institutions. Interestingly, Morck and Yeung (2011) recommend that across- 
country empirical studies should be supplemented with historical case investigations to reinforce 
the plausibility of the hypotheses, rule out competing stories and give detailed texture to ensure 
consistency of the claimed effects. 

The second method to capture the impact of institutions is to use industry-level data to inter- 
act a country-invariant industry characteristic with a country-level measure of the relevant insti- 
tutions to test for a proposed mechanism through which the institution leads to economic 
outcomes in industries that are particularly dependent on that mechanism. The use of interaction 
effects with industry data is an attempt to isolate the causal mechanism for the effect of an insti- 
tution on economic outcomes in a country—industry pair (e.g. Rajan and Zingales 1998, 
Klapper and Love 2004). The advantage of this approach is that it controls for country and 
industry effects and thus suffers less from correlated omitted variable effects. The major limit- 
ation of this industry approach is that it relies on the major assumption that, in order to identify a 
performance effect, one country (often the USA) is claimed to exhibit an optimal arrangement 
for transactions and that industries approach these transactions in the same way regardless of the 
country in which they reside (e.g., Commander and Svejnar 2007). The problem with this 
approach is that the studies cannot fully control for possible endogeneity of the transactions 
environment and it is difficult to accept that countries with and without certain institutions 
would otherwise share a common technology of development. : 

The third way to identify which institutional mechanisms may lead to different economic out- 
comes in various countries is to carry out a direct survey of managers' opinions of the importance 
of institutions for the operation and growth of their firm. This approach addresses one limitation of 
the other two empirical methods described above: that institutional constraints undoubtedly vary 
from country to country in their impact on firms (see, for example, Commander and Svejnar 
2007). However, this survey approach is not without significant limitations. For example, Ber- 
trand and Mullainathan (2001) present a strong case against using subjective variables derived 
from surveys because they often cannot be used as dependent variables given that the measure- 
ment error in these subjective variables is likely causally correlated with the explanatory variables 
in a regression model. 

Finally, as discussed in Leuz and Wysocki (2009) and Leuz (2010), the problems confounding 
the study of institutions are not just ones of identification and bias. More generally, there are likely 
to be complementarities between a country's institutions. In other words, multiple institutional 
elements endogenously arise to fit and work with each other. It is difficult, if not impossible, 
to attribute observed differences in accounting and economic outcomes across countries exclu- 
sively to certain institutions or factors. However, empirically documenting a broader structure 
of patterns of institutions and associated outcomes is still an informative exercise, especially if 
the patterns are consistent with proposed theories and mechanisms for the effect of institutions 
on economic outcomes. The fourth method used to analyse institutions is based on descriptive 
cluster analysis techniques (see, for example, Leuz et al. 2003, Leuz 2010). These papers use 
cluster analysis to show that many institutional elements tend to move together and are observed 
as ‘bundles’. While the limited set-of countries in the world prevents unequivocal (and causal) 
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identification of which institutions are the core drivers of economic.outcomes, the data reveal 
groupings of countries with similar institutional characteristics. Accounting quality varies system- 
£tically and predictably across these institutional clusters. The analyses in Leuz et al. (2003) and 
Leuz (2010) suggest that outsider economies with relatively dispersed ownership, strong investor 
protection and large stock markets exhibit lower levels of earnings management than insider 
countries with relatively concentrated ownership, weak investor protection and less developed 
stock markets. Leuz et al. (2003) also highlight that high-quality accounting; large equity 
markets and dispersed ownership patterns are complementary and joint endogenous outcomes 
of strong investor protection. This view is in contrast to La Porta et al. (1997, 1999) who treat 
accounting as an exogenous factor in explaining financing and ownership patterns. 


3. Institutions and financial reporting — cross-country empirical evidence 


Having discussed various empirical methodologies for capturing the effects of modern insti- 
tutions, I next discuss some recent advances in the field of ‘new institutional accounting’ (see 
also Leuz and Wysocki 2009). This emerging literature provides insights into how modern insti- 
tutions affect and interact with financial reporting outcomes and ultimately impact economic and 
capital market outcomes. 


3.1. Impact of institutions on firms’ financing reporting and disclosure activities 


Recent international accounting studies investigate the link between countries’ institutions and 
Zinancial reporting outcomes (such as reporting quality) as well as the market effects of these out- 
comes (such as cost of capital, market liquidity and investment efficiency). In general, corporate 
zeporting incentives are shaped by many institutional factors, including a country’s laws, the 
enforcement regime (e.g. auditing), capital market forces (e.g. the need to raise outside 
zapital), product market interactions, ownership and governance structure, and a country's base- 
line factor endowments. While the literature on the impact of institutions on accounting outcomes 
15 still in its infancy, recent empirical evidence supports the notion that institutions affect firms' 
actual reporting and disclosure practices regardless of the accounting standards (e.g. Ball et al. 
2000, Fan and Wong 2002, Leuz et al. 2003, Haw et al. 2004). This literature highlights the 
importance of institutional reporting incentives, rather than just accounting standards, as key 
drivers of observed financial reporting outcomes.? This has direct implications for the IFRS 
debate because various studies show that, even when firms are subject to the same accounting 
standards, reporting practices differ considerably across firms and countries (e.g. Ball ef al. 
2003, Ball and Shivakumar 2005, Burgstahler et а!. 2006, Lang et al. 2006). 


3.2. Key cross-country studies on role of institutions on accounting properties 


Ball et al. (2000), Hung (2001) and Leuz et al. (2003) highlight that a country’s legal and econ- 
omic institutions affect firms' financial reporting incentives and impact the quality of financial 
information reported to outside investors. Ball e£ al. (2000) analyse firms from seven countries 
that differ with respect to capital market institutions and the extent to which they resolve infor- 
mation asymmetries via public disclosure or private communication. They show that firms 
from countries with ‘common law’ institutions exhibit more timely loss recognition than firms 
in ‘code law’ countries, consistent with the role of earnings in these economies (see, for 
example, Basu 1997). The Ball et al. (2000) paper fits into the ‘new institutional accounting’ fra- 
mework by highlighting the role of broad macro institutions (element [iii] of the NIA framework) 
in influencing firms' reporting practices. However, this early study does not allow one to 
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distinguish formal vs. informal institutions (element [i] of the framework), assess interdependen- 
cies in institutions (element [iii]) or gain insights into efficiency (element [v]) given that most of 
the countries in the sample have successful developed economies. 

Finally, the limitation of the broad ‘code’ vs. ‘common’ law approach is that it is unclear 
which institutions from ‘common law’ regimes are the drivers and facilitators of (a) arm’s 
length contracting and (b) determinants of timely loss recognition (i.e. element [iii] of the frame- 
work related to causation). In addition, the small sample of seven countries does not allow one to 
distinguish which underlying institutional mechanisms are driving the financial reporting out- 
comes. Therefore, it is unclear which, if any, of the institutions from successful ‘common law’ 
economies can be transplanted to other economies to achieve similar efficient economic 
outcomes. 

Leuz et al. (2003) examine the quality of accounting earnings reported by firms Кот 31 
countries. They show that both legal and enforcement institutions in a country are important deter- 
minants of corporate reporting quality. This study is among the first to document differences in 
earnings management across many countries using many measures. Leuz et al. (2003) provide 
a number of useful insights on the elements of the NIA framework. The paper documents descrip- 
tive clusters of institutional features that are associated with average reporting quality in a country 
(rather than relying on predetermined classifications of a country's institutional system). This 
approach provides new insights on possible interdependencies of institutions (element [iv] of 
the МА framework). The instrumental variable regressions for a sizeable sample of countries 
in this study moves in the direction of identifying causation. Relatedly, the paper highlights the 
fact that observed accounting properties are an endogenous outcome of other institutions (in con- 
trast to the exogenous treatment of accounting in prior finance studies). 

Both Ball et al. (2000) and Leuz et al. (2003) also refocus the debate from just ‘fixing’ inter- 
national accounting standards to recognising that institutions and incentives affect reported 
accounting numbers. A key message of these papers is that mandated accounting rules and regu- 
lations cannot be considered in isolation from other institutions and that accounting standards may 
have limited effectiveness without understanding other economic and institutional factors that 
affect firms reporting incentives (see also Ball 2001). 

The findings of Ball et al. (2003) further reinforce this conclusion. Ball et al. (2003) examine 
the accounting properties of firms in four Asian countries that have similar accounting standards 
as other ‘common law’ countries (i.e. USA or UK) but different institutional structures. They find 
that reported earnings of firms based in Hong Kong, Malaysia, Singapore and Thailand have 
properties similar to countries with ‘code law’ institutions and are less timely than reported earn- 
ings from US or UK firms. Thus, despite the similarity of the accounting standards, the properties 
of reported earnings are different and in line with the influence of other institutions. However, this 
study examines only four countries and again applies broad ‘code’ vs. ‘common’ law classifi- 
cations. Therefore, it is difficult to isolate the mechanisms for, and interactions of, the observed 
institutions with a country’s accounting standards (elements [1] and [iv] of the NIA framework). 

Other factors that can affect financial reporting properties and disclosure outcomes include the 
enforcement activities of tax authorities and the development of the auditing profession. For 
example, Guenther and Young (2000) and Haw et al. (2004) suggest that a strong tax enforcement 
system within a country is associated with higher quality reported accounting numbers. On the 
other hand, it is unclear whether tax enforcement leads to financial reporting outcomes, or 
whether other institutional factors lead to high-quality financial reporting which then has the spil- 
lover benefit of greater observed tax compliance. For example, Wysocki (2004) presents evidence 
that suggests that tax compliance is an endogenous outcome of other institutional factors. In par- 
ticular, better institutions provide incentives for higher quality reporting, and thus greater tax 
compliance, because the high-quality financial reports allow for easier detection of tax evasion. 
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The empirical evidence in Wysocki (2004) supports this reciprocal causal channel (and provides 
new insights on clement [iii] of the NIA framework). 

Francis et al. (2003) explore the impact of a key private-sector organisation, namely, the audit- 
ing profession, on reporting outcomes. They find higher average financial reporting and disclos- 
ure quality in countries with better developed auditing organisations and greater auditing 
enforcement. The contribution of this paper is that it examines micro organisations (namely, 
the auditing profession) instead of macro institutions which are generally the focus of most 
other cross-country NIA studies. However, this study also faces problems with the endogeneity 
of the auditing profession in an economy and whether it has a first-order impact on observed 
outcomes. 

Bushman et al. (2004) examine cross-country variation in various institutions and accounting 
conservatism to provide descriptive evidence in possible channels through which specific insti- 
tutions manifest their influence on observed conservatism. They find variation in observed 
accounting conservatism with the presence of varying legal /judicial systems, securities laws, pol- 
itical economy and tax regimes. While this study provides an early attempt at identifying causal 
institutional mechanisms for observed reporting outcomes (element [iii] of the framework), the 
study does not tackle interdependencies or issues of efficiency. 

Other institutions can also affect the development and form of accounting standards. For 
example, the influence of firms through political institutions often leads to exemptions or exclu- 
sion of some firms from reporting regulations. Watts (1977) and Watts and Zimmerman (1986) 
discuss the role of political lobbying and institutions in development and implementation of 
accounting rules. Ball (2006) also discusses how political factors may specifically undermine 
the proper enforcement of IFRS in certain countries. However, the institutional forces (including 
political forces) that affect the regulatory and standard-setting process are important and largely 
underexplored issues in the accounting literature. The role of political institutions has received 
more attention in the recent institutional economics literature. For example, there is a robust 
and ongoing debate about whether legal origins or political institutions are the primary determi- 
nants of observed economic outcomes across countries (Roe 2006, Roe and Siegel 2010). Моге- 
over, while the legal underpinnings of property rights protection is central to economic 
development, the question arises of who protects the property rights protection (see Haber 
et al. 2008)? 


3.3. Market outcomes arising from the interaction of institutions and accounting 


Complementing the reporting outcomes effects of institutions are studies that examine market 
impacts of accounting and non-accounting institutions. Hail and Leuz (2006) build on the 
work of La Porta et al. (2006) to examine international differences in firms’ cost of equity 
capital across 40 countries and their association with the quality of countries’ legal institutions 
and securities regulation. Hail and Leuz (2006) provide insights into interdependencies by 
showing that countries having more expansive disclosure requirements, better securities regu- 
lation and stricter enforcement mechanisms generally display a lower cost of capital. 

There are also several studies that analyse the joint outcomes of firm-level disclosure choices 
and countries’ institutional features. For instance, Chen et al. (2009) find that both higher country- 
level investor protection and higher disclosure and corporate governance ratings contribute to a 
lower cost of equity capital for Asian firms. However, their findings also suggest that, in emerging - 
markets, strengthening countries' investor protection and corporate governance appears to be 
more important in reducing the cost of equity capital than does expansion of disclosure by 
firms. This study gives some new insights into the interdependencies as well as the impact of 
macro institutions vs. micro organisations (elements [ii] and [iv] of the NIA framework). 
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. - In contrast, Francis et al. (2003) analyse the link between disclosure and cost of capital for 
firms from 34 countries and find that more disclosure is associated with a lower cost of capital, 
but firms’ voluntary disclosure choices appear to operate independently of country-level regu- 
lations. Again combining firm-level choices and country-level institutions, Eleswarapu and Ven- 
kataraman (2006) examine US. ADRs from 44 countries and find that, after controlling for firm- 
level determinants of trading costs and home-country market share, trading costs (i.e. effective 
spreads and price impact of trades) are lower for cross-listed stocks from foreign countries 
with higher judicial efficiency, accounting standards and political stability. 


3.4. Complementarity and compatibility of accounting and non-accounting institutions 


Accounting standards are just one of many key institutional factors affecting financial reporting 
practices in a country. In addition, these institutional factors are likely to be complementary to 
each other (element [iv] of the NIA framework). For example, accounting numbers play an 
important role in financial contracting. Investors use financial statement information to 
monitor their claims and make investment decisions (e.g. Watts and Zimmerman 1986). There- 
fore, it is reasonable to expect that accounting standards evolve with other institutional factors to 
facilitate transactions between firms and various stakeholders. In addition, standardising finan- 
cial reporting can facilitate contracting and reduce transaction costs relative to a world where 
reports and disclosures are negotiated on a contract-by-contract basis (e.g. Ross 1979, Ball 
2001). The key parties in the economy are also active participants in influencing political insti- 
tutions which affect the evolution of both reporting and other economic regulations and enforce- 
ment activities. As noted Leuz et al. (2010a, 2010b), a country’s accounting standards are also 
influenced by ownership, investment and financing arrangements in a country. Conversely, 
specific accounting standards are likely to influence financial contracting (e.g. debt contracts, 
leases, executive compensation contracts). As a result of the institutional interdependencies, 
thoughtfully designed accounting standards and other parts of a country’s institutional infrastruc- 
ture should be complementary (see also Walker 2010). 

The existence of complementarities between institutions implies that countries with different 
endowments of institutions are likely to select different accounting standards. As a result, histori- 
cal differences in accounting standards across countries existed because of the corresponding 
variation in related institutions across countries. The complementarities between various account- 
ing and non-accounting institutions also suggest that changes to a country’s accounting standards 
cannot be considered in isolation from other institutions in a country. In other words, a change in 
accounting standards may make a country’s overall economy worse off even though the proposed 
accounting change may, in isolation, seem beneficial for corporate financial reporting quality. 

Therefore, it is very important to understand the interactions among elements of the 
institutions within an economy, including both regulatory, political, social customs and free- 
market forces. For instance, outside investor protection and public disclosure are likely to be 
complements in promoting arm’s length financing arrangements. Similarly, rules typically need 
complementary enforcement to be effective. Another example of interactions among institutional 
elements is the possibility that regulations can interact with existing agency problems and cause 
undesirable outcomes. For example, Coates (2007) argues that the recent US introduction of new 
governance regulations interacted with litigation concerns of managers, directors and auditors to 
motivate over-investment in regulatory compliance. Complementarities also imply that countries’ 
institutional systems exhibit path dependence, which in turn suggests a role for historical analyses 
(e.g. Bebchuk and Roe 1999, Waymire and Basu 2007). At present, however, we have relatively 
little research into the existence and nature of these institutional interactions beyond descriptive 
analyses such as cluster analyses (see Leuz et al. 2003, Leuz 2010). 
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Another institutional factor that is likely to interact with and possibly limit the effectiveness of 
accounting systems and standards is a firm’s ownership structure, which responds to a country’s 
institutional influences (La Porta et al. 1999). The evidence suggests that institutions that lead to 
weak protection of minority shareholders’ rights and concentrated ownership also seem to lead to 
significant valuation discounts for firms (e.g. La Porta её al. 2002). Recent research shows that 
firms’ ownership structures also shape insiders’ reporting incentives and hence the quality of 
observed financial reporting (e.g. Fan and Wong 2002, Haw et al. 2004, Ball and Shivakumar 
2005, Burgstahler et al. 2006). These indirect channels suggest that complex complementary 
effects arise among various institutions when it comes to the design and implementation of 
accounting standards (element [iv] of the NIA framework). 

Given imperfect enforcement, the evolution of government institutions is also relevant for 
understanding the compatibility of an accounting system with other institutions in an economy. 
The form of government institutions is important because there is a balance between ex ante regu- 
lation to discourage malfeasance and ex post enforcement to penalise malfeasance. Recent work 
by Glaeser et al. (2001) and Djankov et al. (2003a) suggests important interactions and trade-offs 
between the costs and benefits of an ex ante approach where regulation and standards attempt to 
level the playing field for market participants vs. an ex post approach where the terms and out- 
comes for loss recovery (often through the courts) must be specified. For example, if ex ante 
regulation cannot identify all possible outcomes or capture future innovations in corporate mis- 
deeds, then contracting parties must often rely on the courts to argue the existence and extent 
of injuries and penalties. On the other hand, if there are inequalities among litigants or there 
are agency problems in the court, then regulations can serve to limit the latitude and discretion 
of the courts. 


3.5. International effects and supra-national issues 


In this section, I consider the international network effects of institutions that spill across 
countries’ borders. The existence of increasingly integrated global financial and product 
markets means that firms and policymakers cannot view domestic institutions and accounting 
standards in isolation from other countries’ institutions (see also Leuz and Wysocki 2009, Hail 
et al. 2010a, 2010b). For example, Hail and Leuz (2006) explore global differences in firms’ 
cost of equity capital across 40 countries and their association with the quality of countries’ 
legal institutions and securities regulation. While they show that countries with broader disclosure 
requirements, stronger securities regulation and stricter enforcement mechanisms display a lower 
average cost of capital, these cost of capital effects are much smaller for markets that are more 
globally integrated. These findings suggest that capital market integration puts an upper bound 
on the cost of capital benefits from home-country institutions. 

There is also impact of the availability of competing institutional regimes on firms’ policy 
choices. For example, recent empirical evidence suggests that firms opt out of their local disclos- 
ure regimes by cross listing in the USA (e.g. Doidge et al. 2004, Hail and Leuz 2009), and firms 
voluntarily replace their domestic GAAP with IFRS or US GAAP (e.g. Daske et al. 2009). These 
studies show that institutional differences affect managers’ and investors’ decisions and that firms 
attempt to take advantage of these differences across countries. These types of experimental set- 
tings provide powerful insights because firms and investors reveal their satisfaction or dissatisfac- 
tion with institutions by ‘voting with their feet’ and, therefore, one skirts the problems of 
identifying causation (element [iii] of the NIA framework). 

Even though it is difficult and costly for most firms to abandon their home-country regulatory 
and institutional regime, the existence of possible alternative regimes provides incentives for an 
incumbent standard-setting body to pay attention to various stakeholders’ needs. Therefore, the 
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presence of competing reporting regimes can increase the responsiveness of a country’s standard- 
setters and help improve future standards and stimulate regulatory innovation. 

There is also recent research on how firms address or get around hurdles they face in their 
home markets arising from regulatory, institutional or other constraints that limit their ability 
to raise capital, impede investment or hinder operations. The key issue is that firms that are 
located in countries with weak institutions often have problems accessing external finance 
because the controlling insiders of firms in ‘weak institutional’ environments are unable to cred- 
ibly convince outside investors that they will not expropriate them. To address this problem, many 
firms from emerging market countries have sought cross listings in the USA and subjected them- 
selves to US regulatory and enforcement mechanisms. In other words, firms adopt the ‘rules of the 
game’ ofa foreign regulatory and institutional environment and thus commit to stricter disclosure, 
reporting, governance and enforcement regime of another country (see, for example, Coffee 2007, 
Stulz 2009). 

Coffee (2007) and Stulz (2009) argue that US cross listing makes it more difficult and costly 
for controlling insiders to extract private control benefits and to expropriate outside investors. The 
idea is that US institutions better protect outside investors than those in most other countries and 
that these rights are more strictly enforced, either via the SEC or private securities litigation. By 
cross listing in the USA, foreign firms subject themselves to these institutions. Cross listing in the 
USA also imposes the requirement on foreign firms to include additional supplemental disclos- 
ures which makes it less costly for outside parties to monitor the behaviour of controlling 
owners and managers. Cross listing can also attract the attention of securities analysts and insti- 
tutional investors, providing additional oversight and monitoring of the firm's managers. 

The recent literature on stock exchange cross listings also adds to our understanding of the 
benefits and costs of various institutions in a country (see, for example, Lang et al. 2003, 
Doidge et al. 2004, Bailey et al. 2006, Hail and Leuz 2006). The results suggest that more 
demanding regulations and standards can be beneficial to (certain) firms and provide insights 
on efficiency of various institutions (element [v] of the NIA framework). On the other hand, 
countries with regulations that are perceived too onerous and hence costly may fail to attract 
foreign firms. Such claims have recently been made for cross listings on US exchanges after 
the passage of the Sarbanes—Oxley Act (SOX). Non-US firms are said to prefer cross listings 
on the London Stock Exchange. While recent research disputes this claim (e.g. Piotroski and Sri- 
nivasan 2008, Doidge et al. 2009), this discussion highlights that it can be important for regulators 
to consider the consequences of disclosure regulation on firms' cross listing behaviour and that 
stringent disclosure regulation can be a double-edged sword. With the globalisation of financial 
markets, firms have ever-increasing options to respond to regulation in their home countries, to 
attract capital from foreign investors as well as to *opt in' to advanced institutional regimes. 

In a related literature, recent studies also indicate that foreign investors seek out firms with 
better voluntary disclosures and invest more in countries with high-quality disclosure regulations. 
These studies show that foreign firms with better voluntary disclosures attract greater following 
by US institutional investors (Bradshaw et al. 2004) and mutual funds (Aggarwal et al. 2005). 
Aggarwal et al. (2005) present evidence suggesting that accounting reporting quality has invest- 
ment effects that show up at both the firm and country level and that there are important inter- 
actions between the firm-level and country-level decisions. Leuz et al. (2008) present 
evidence that firms with governance problems attract significantly less foreign investment 
(using comprehensive portfolio data of US investors) and that the association between govern- 
ance and US investment is most pronounced in countries with overall governance weaknesses 
and poor information flows. While these studies suggest that firms are penalised by foreign inves- 
tors for poor quality financial reporting, the findings also suggest an important interplay among 
numerous factors such as corporate governance, voluntary reporting choices, and disclosure rules 
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and regulations. Overall, these studies provide insights into the capital market costs faced by firms 
in countries with institutional inefficiencies (element [v] of the framework). 


4. IFRS and institutions 


In this section, I provide some key examples of recent research advances on the links between 
institutions and IFRS. These examples complement the survey evidence presented in Leuz and 
Wysocki (2009), Hail et al. (2010a, 2010b), Brown (2011) and Pope and McLeay-(2011). 

A key objective of recent studies on IFRS adoption is to examine the differential impact of 
IFRS adoption across different types of firms and different institutional regimes. For example, 
Daske et al. (2008) show that the observed capital market outcomes surrounding the mandatory 
introduction of IFRS are not evenly distributed across countries. Daske et al. (2008) show that, in 
countries with limited reporting incentives and weak legal regimes, firms' market liquidity and 
market value are largely unchanged around the mandated adoption of IFRS. They also show 
that the effects around mandatory IFRS adoption are largest in countries that have large differ- 
ences between home-country GAAP and IFRS, together with strong enforcement/reporting 
incentives. Overall, the results in Daske et al. (2008) indicate that the strength of a country’s 
legal/enforcement regime as well as firms' reporting incentives are linked to observed capital 
market outcomes. Viewed more broadly, the evidence is also in line with the notion of comple- 
mentarities in that the effects of IFRS adoption depend on other elements in countries’ insti- 
tutional infrastructure (element [iv] of the NIA framework). 

Florou and Pope (2010) study changes in institutional investors’ investment allocations sur- 
rounding IFRS adoption. Overall, they find that the institutional ownership in IFRS adopter com- 
panies increases after adoption. More importantly, Florou and Pope (2010) document that these 
effects are most pronounced for companies that reside in countries where institutions and enfor- 
cement are strong. 

These early studies suggest that the patterns and outcomes of IFRS adoption vary greatly 
across institutional regimes. While the overall impact of IFRS is still to be determined, promoters 
of IFRS often argue that uniform global standards are obviously superior to disparate, and in 
many cases competing, standards across markets. However, it is not obvious, nor has it been 
empirically documented, that one set of mandated global accounting regulations, let alone the 
specific standards contained in current IFRS, is superior to other possible scenarios (e.g. Dye 
and Sunder 2001). While mandatory uniform rules and regulations may provide aggregate econ- 
omic benefits, the individual and aggregate costs of uniform global regulations on firms, investors 
and other stakeholders are more difficult to quantify and document. In particular, IFRS draw 
heavily on the current financial reporting regulations of countries and markets that are geared 
toward outside capital providers. Moreover, these advanced countries have institutional infra- 
structures that complement the types of reporting regulations that have developed in these 
markets. Therefore, it is far from clear that IFRS will be superior, or even effective, in countries 
that have evolved different institutions and thus lack the necessary infrastructures to support the 
effective application and enforcement of the uniform global standards (see also Walker 2010). 

The overall survey evidence in Hail et al. (2010а, 20105) generally indicates the adoption of a 
uniform set of accounting standards is not enough to ensure comparable reporting and disclosure 
practices, even if the global standards are uniformly and strictly enforced and implemented across 
countries. The reason for this ongoing lack of uniformity is that reporting incentives will still vary 
systematically across firms, industries, stock exchanges, countries and political regions. Thus, 
convergence in firms' accounting practices is unlikely unless there is also convergence in 
countries’ institutions that strongly affect managers’ reporting incentives (e.g. Joos and 
Wysocki 2007, Bradshaw and Miller 2008). Much of the empirical evidence suggests that the 
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stand-alone role of accounting standards is more limited than often thought. Accounting standards 
are just one of many institutional features in a country that influence firms’ and managers’ report- 
ing incentives and thus actual reporting and disclosure outcomes, 


5. Conclusion 


This paper synthesises recent advances from the institutional economics and accounting litera- 
tures to help build a nascent framework for NIA research. A key theme of this paper is that 
the determinants and outcomes of both accounting institutions (including IFRS) and non-account- 
ing institutions are fundamentally intertwined. There are five basic elements of the NIA frame- 
work for jointly analysing accounting institutions and non-accounting institutions: (i) 
institutional structure (formal vs. informal); (ii) level of analysis (macro institutions vs. micro 
organisations); (iii) causation (exogenous vs. endogenous institutions); (iv) interdependencies 
(complementarities); and (v) efficient vs. inefficient outcomes. 

I use this basic framework to provide insights on the links between institutions and firms’ finan- 
cial reporting activities across countries. This framework shows that there are still many unanswered 
questions about the structure, types, causation, interdependency and efficiency of observed account- 
ing and non-accounting institutions. I also discuss four major research techniques currently used in 
the international accounting literature to explore the links between institutions and financial report- 
ing outcomes. However, these current techniques may be inadequate to analyse and fully understand 
the multiple endogenous and complementary institutions (‘bundles’) observed in most countries. 
Without major innovations, the standard regression techniques currently used in empirical studies 
may be reaching their limits for across-country studies on institutions and accounting. However, 
another technique exists and may be particularly well suited for international studies of institutions: 
Structural Equation Modelling (SEM). SEM is an empirical methodology with a long history in the 
social sciences and economics. It has the potential to provide additional insights on the interrelations 
(and possible causal links) between many endogenous and possibly complementary institutions 
including IFRS. Despite the critique by Lucas (1976), the careful application of SEM techniques 
shows promise to help researchers understand the determinants and patterns of multiple institutions 
across countries (e.g. Simon 1953, Pearl 2000). For researchers in the field of ‘new institutional 
accounting', SEM may provide a useful and flexible approach compared to standard regression 
methods because variables can act as both independent and dependent variables. Based on this flexi- 
bility, SEM has the potential to provide more insights and pathways about institutions and it allows 
for direct statistical tests of interrelations (which is not possible using descriptive techniques such as 
cluster analysis). 

Going forward, a major challenge for NIA reseachers is to attempt to benchmark the observed 
outcomes of a chosen set of accounting standards and institutions against the outcomes of forgone 
(and generally unobservable) alternatives. As noted in Hail её al. (2010b), one can attempt to 
measure the economic outcomes of IFRS adoption, but one cannot observe the possible outcomes 
of alternative regulatory scenarios such as countries maintaining their domestic GAAP while there 
are changes to other institutions, or supporting coexisting sets of competing standards in a country 
or region (e.g. Sunder 2002, 2010). Without these counterfactuals, it is difficult to know whether 
observed post-IFRS outcomes are attributable to IFRS adoption, let alone optimal. 

Another challenge for NIA researchers is to provide more insights into how the adoption of 
certain accounting standards and insitutions lead to certain economic outcomes (such as a lower 
cost of capital, increased liquidity or improved investment decisions). For instance, Hail et al. 
(20102) present research findings suggesting that improved or more comparable financial report- 
ing can have various economic benefits and discuss to what extent such effects could result from 
IFRS adoption. However, the issues go beyond just accounting standards. Therefore, it would be 


Accounting and Business Research 323 


useful to gather new evidence on whether and how institutions influence economic outcomes 
through: (i) the inherent quality of accounting standards and institutions; (ii) the comparability 
benefits arising from widespread adoption of common standards and institutions; (iii) the 
network and spillover effects arising from many users of common standards and institutions 
(e.g. Wührisch 2001, Meeks and Swann 2009); and (iv) the compatibility of accounting standards 
with a country’s other institutions (e.g. Leuz 2010). 

Another question to consider is whether a single set of global accounting standards can or will 
be accepted and uniformly applied around the world. Based on the themes discussed in this paper 
(as well as issues highlighted in Hail et al. 2010a, 2010b), institutional factors are likely to remain 
a primary driving force for firms’ reporting practices in the years to come. Hence, adopting IFRS 
on a worldwide scale is unlikely to eliminate all national, industry and firm-level institutional 
influences. Local capital markets, enforcement institutions and economic forces are simply too 
strong and diverse, making uniform implementation of IFRS around the globe highly unlikely 
(see also Ball 2006, Nobes 2006, Daske её al. 2008, 2009). These forces could lead to regional 
‘flavours’ of IFRS or different de facto standards in each country that claims to adopt IFRS. 

The complementarities between, and substitution across, institutions in a country is a key 
issue discussed in this paper. While prior NIA research has provided some insights, we still do 
not fully understand the necessary or sufficient set of institutions to truly implement IFRS. 
What is clear is that if a country does not have strong supporting institutions, then financial report- 
ing is likely to be ineffective in the country and there are likely to be negative spillover effects for 
other countries in the IFRS network. The IFRS ‘brand name’ may be damaged when countries 
unsuccessfully adopt and implement IFRS. It may be asked whether a country should be required 
to have a minimum set of supporting institutions before it can adopt IFRS? On a related note, even 
though certain institutions seem to support high-quality financial reporting in developed 
countries, it may be asked whether alternative institutions can still lead to ‘second best’ economic 
and accounting outcomes in other economies (see Lipsey and Lancaster 1956, Rodrik 2008). 

The final element of the NIA framework presented in this paper focuses on possible inefficient 
outcomes from accounting institutions. North (1981) notes that the creation of increasingly 
complex (accounting) institutions increases the need for a central authority to enforce increasingly 
complex rules and contracts. However, expanded central authority allows influential players to tilt 
the accounting system in their own favour, leading to inefficient contracting and degradation of 
markets. There is an important trade-off between the benefits of institutions that address oppor- 
tunistic behaviour in economic exchanges and the costs of necessary central control and enforce- 
ment, with its unequal distribution of coercive power. This raises important questions for the 
future evolution of IFRS and its implications for economic efficiency. For example, have IFRS 
and the IASB become an irreversible supra-national institution? Have we gone beyond a 
tipping point and past the point of no return to create an international club that countries can 
freely join, but that is then nearly impossible to leave without incurring massive costs? Like 
the recent experiences of the European Monetary Union (see Scott 1998, Eichengreen 2010), 
this may leave countries with no credible options if they wish to contemplate leaving the IFRS 
network at some point in the future. This lack of alternatives and competition increases the 
risk that the IFRS may evolve into an inefficient institution that benefits certain influential 
players (see also Sunder 2010, for a discussion of monopolies in standards). 
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Notes 


1. The term ‘new institutional accounting’ is also used by Leuz and Wysocki (2008) to capture recent 
research advances on how the interactions of market forces, laws, regulations, standards, enforcement 
activities and other ‘institutions’ affect corporate financial reporting and disclosure outcomes. 

2. Douglass North was awarded (jointly with Robert Fogel) the 1993 Nobel Prize in Economic Sciences 
‘for having renewed research in economic history by applying economic theory and quantitative 
methods in order to explain economic and institutional change’. 

3. While there are similarities between the economic and sociological views of institutions, the economic 
version (Williamson 1985, North 1990) emphasises the efficiency /inefficiency of transactions while 
the sociological version (DiMaggio and Powell 1991, Scott 2001) focuses on social legitimacy. In 
this paper, I focus on the role of accounting in economic transactions and therefore the discussion 
of ‘new institutional accounting’ mostly draws from recent advances in the institutional economics 
literature, 

4. Informal institutions include culture, values, norms, and social capital also have strong economic 
underpinnings and have become more widely accepted in standard economic modelling (see, for 
example, Bénabou and Tirole 2010a, 2010b). The role of culture has also been explored in accounting 
(see, for example, Gray 1988, Gray and Vint 1995, Nobes and Parker 2002, Hope 2003). 

5. I further discuss this issue in Section 2.4. This persistence property of exogenous institutions offers 
both advantages and disadvantages for policymakers and academic researchers wishing to understand 
the role of institutions in economic and capital market development. 

6. For example, Larry Summers has stated on multiple occasions that ‘the single most important inno- 

' vation shaping the American capital market was the idea of generally accepted accounting principles’ 
(speeches delivered when he served as the US Secretary of the Treasury). 

7. In the context of IFRS, the corollary is which supporting institutions are either necessary, sufficient or 
most important for successful implementation of IFRS in a given country. These issues are discussed in 
Sections 3.3 and 4.2. | 

8. Historical studies of older institutions also provide important insights into how and why institutions 

| evolve and work. However, rapid advances in technology and markets in recent years may limit the 
insights and lessons that can be drawn from historical studies of relatively simple institutions in 
earlier periods. For example, the development of a modern global accounting institution such as Inter- 
national Financial Reporting Standards (IFRS) has relatively few historical counterparts. 

9. This arises because currently observed accounting standards give firms and managers wide reporting 
discretion because judgment is required to apply most standards. 

10. For example, Aggarwal её al. (2005) find that firm-level voluntary disclosure effects are most рго- 
nounced for firms that reside in jurisdictions with lower mandated disclosures. 


References 


Acemoglu, D., Johnson, S., and Robinson, J., 2001. The colonial origins of comparative development: an 
empirical investigation. The American economic review, 91 (5), 1369-1401. 

Aggarwal, R., Klapper, L., and Wysocki, P., 2005. Portfolio preferences of foreign institutional investors. 
Journal of banking and finance, 29, 2919-2946. 

Alchian, A. and Demsetz, H., 1972. Production, information costs, and economic organization. The 
American economic review, 62, 777-795. ` 

Axelrod, R., 1997. The complexity of cooperation. Princeton, NJ: Princeton University Press. 

Bailey, W., Karolyi, G., and Salva, C., 2006. The economic consequences of increased disclosure: evidence 
from international cross-listings. Journal of financial economics, 81, 175-213. 

Ball, R., 2001. Infrastructure requirements of an economically efficient system of public financial reporting 
and disclosure. п: В. Litan and В. Herring, eds. Brookings—Wharton papers, on financial services. 
Washington, DC: Brookings Institution Press, 127—169. | 

Ball, R., 2006. International Financial Reporting Standards (IFRS): pros and cons for investors. International 
Accounting Policy Forum. Accounting and business research, 36, 5-27. 


Accounting and Business Research 325 


Ball, R., Kothari, S., and Robin, A., 2000. The effect of international institutional factors of properties of 
accounting earnings. Journal of accounting and economics, 29, 1—51. 

Ball, R., Robin, A., and Wu, J., 2003. Incentives versus standards: properties of accounting income in four 
East Asian countries. Journal of accounting and economics, 36, 235-270. 

Ball, R. and Shivakumar, L., 2005. Earnings quality in U.K. private firms. Journal of accounting and econ- 
omics, 39, 83-128. 

Barzel, Y., 1982. Measurement costs and the organization of markets. Journal of law and economics, 25, 
27-48. 

Basu, S., 1997. The conservatism principle and the asymmetric timeliness of earnings. Journal of accounting 
and economics, 24, 3-37. 

Bebchuk, L. and Roe, M., 1999. A theory of path dependence in corporate ownership and governance. 
Stanford law review, 52, 127-170. 

Becker, G., 1965. A theory of the allocation of time. Economic journal, 75, 493—517. 

Bénabou, В. and Tirole, J., 20102. Individual and corporate social responsibility. Working Paper, Toulouse 
School of Economics. 

Bénabou, R. and Tirole, J., 2010b. Laws and norms. Mimeo (in progress). 

Bertrand, M. and Mullainathan, S., 2001. Do people mean what they say? Implications for subjective survey 
data. American economic review papers and proceedings, 91, 67-72. 

Botero, J., et al., 2004. The regulation of labor. Quarterly journal of economics, 199, 1339-1382. 

Bradshaw, M., Bushee, B., and Miller, G., 2004. Accounting choice, home bias, and U.S. investment in non- 
U.S. firms. Journal of accounting research, 42, 795-841. 

Bradshaw, M. and Miller, G., 2008. Will harmonizing accounting standards really harmonize accounting? 
Evidence from non-U.S. firms adopting U.S. GAAP. Journal of accounting, auditing and finance, 23, 
233-263. 

Bresser, R. and Millonig, K., 2003. Institutional capital: competitive advantage in light of the new institu- 
tionalism in organisational theory. Schmalenbach business review, 55, 220-241. 

Brown, P., 2011. International Financial Reporting Standards: what are the benefits? Accounting and 
business research, 41 (3), 269-285. 

Burgstahler, D., Hail, L., and Leuz, C., 2006. The importance of reporting incentives: earnings management 
in European private and public firms. The accounting review, 81, 983-1016. 

Bushman, R., Piotroski, J., and Smith, A., 2004. What determines corporate transparency? Journal of 
accounting research, 42, 207-252. 

Carlin, W., Schaffer, M. and Seabright, P., 2010. A framework for cross-country comparisons of public 
infrastructure constraints on firm growth. Discussion Paper, Center for Economic Policy Research 
(CEPR). 

Chen, K., Chen, C., and Wei, K., 2009. Legal protection of investors, corporate governance, and the cost of 
equity capital. Journal of corporate finance, 15 (3), 273—289. 

Coase, R., 1937. The nature of the firm. Economica, 4, 386-405, 

Coase, R., 1960. The problem of social cost. Journal of law and economics, 3, 1-44. 

Coates, J., 2007. The goals and promise of the Sarbanes—Oxley Act. Journal of economic perspectives, 21, 
91-116. 

Coffee, J., 2007. Law and the market: the impact of enforcement. University of Pennsylvania law review, 
156, 229-311. 

Commander, 5. and Svejnar, Ј., 2007. Do institutions, ownership and exporting competition explain firm рег- 
formance? Evidence from 26 transition countries. Working Paper, University of Michigan. 

Daske, H., Hail, L., Leuz, C., and Verdi, R., 2008. Mandatory IFRS reporting around the world: early evi- 
dence on the economic consequences. Journal of accounting research, 46, 1085-1142. 

Daske, H., Hail, L., Leuz, C. and Verdi, R., 2009. Adopting a label: heterogeneity in the economic 
consequences of IFRS adoptions. Working Paper, University of Pennsylvania and University of 
Chicago. 

Davis, L. and North, D., 1971. Institutional change and American economic growth. Cambridge: Cambridge 
University Press. 

Demsetz, H., 1967. Toward a theory of property rights. The American economic review, 57, 347-359. 

DiMaggio, P. and Powell, W., 1991. Introduction. Jn: W. Powell and P. DiMaggio, eds. The new institution- 
alism in organizational analysis. Chicago: University of Chicago Press, 1-38. 

Djankov, S., et а, 2003a. The new comparative economics. Journal of comparative economics, 31, 
595—619. 

Djankov, S., et al., 20036. Courts. Quarterly journal of economics, 118, 453—517. 


326 E P. Wysocki ~ 


Doidge, C., Karolyi, G.A., and-Stulz, R., 2004. Why are foreign firms listed т ће US. worth more? Journal 
of. "financial economics, 71, 205—238. 

Doidge, C., Karolyi, G.A., and Stulz, R., 2009. Has New York become less competitive than London i in 
global ‘markets? Evaluating foreign ‘listing choices over time. Journal of financial economics, 91, 
253-277. 

Dye, R. and Sunder, S., 2001. Why not allow FASB and IASB standards to comets in the US? Accounting 
horizons, 15, 257-272, · 

Eichengreen, B., 2010. The breakup of the euro area. Jn: A. Alesina and F. Gavan di Europe and the 
euro. Chicago: University of Chicago Press, 11-51. 

Eleswarapu, V. and Venkataraman, K., 2006. The impact of legal and political institutions on equity trading 
costs: a cross-country analysis. Review of financial studies, 19, 1081—1111. 

Fan, J. and Wong, T., 2002. Corporate ownership structure and the informativeness of accounting earnings in 
East Asia. Journal of accounting and economics, 33, 401-425. 

Flouru, A., and Pope, P. 2010. Mandatory IFRS adoption and investor asset allocation decisions. Working 
paper, Cass Business School. 

Francis, J., Khurana, I., and Pereira, R., 2003. The role of accounting and auditing in corporate governance 
and the development of financial markets around the world. Asia-Pacific journal of accounting & econ- 
omics, 10, 1-30. 

Glaeser, E., Johnson, S., and Shleifer, A., 2001. Coase vs. the Coasians. Quarterly journal of economics, 
116, 853- 899. 

Gray, S., 1988. Towards a theory of cultural influence on the development of accounting systems internation- 
ally. Abacus, 24, 1-15. 

Gray, S. and Vint, H., 1995. The impact of culture on accounting disclosures: some international evidence. 
Asia-Pacific journal of accounting, 21, 33—43. 

Guenther, D. and Young, D., 2000. The association between financial accounting measures and real econ- 
omic activity: a multinational study. Journal of accounting and economics, 29, 53—72. 

Haber, S., North, D. and Weingast, B., eds., 2008. Political institutions and financial development. Jn Political 
institutions and financial development. Stanford, CA: Stanford University Press, 1—9. 

Hail, L. and Leuz, C., 2006. International differences in the cost of equity capital do legal institutions and 
securities regulation matter? Journal of accounting research, 44, 485-531. 

Hail, L. and Leuz, C., 2009. Cost of capital effects and changes in growth expectations around US cross-list- 
ings. Journal of. “financial economics, 93, 428—454. 

Hail, L., Leuz, C., and Wysocki, P., 2010a. Global accounting convergence and the potential adoption of 
IFRS by the US (part I): conceptual underpinnings and economic analysis. Accounting horizons, 24 
(3), 428-454. 

Hail, L., Leuz, C., and Wysocki, P., 2010b. Global accounting convergence and the potential adoption of 
IFRS by the US (part ID: political factors and future scenarios for US accounting standards. 
Accounting horizons, 24 (4), 567—588. 

Hall, R. and Jones, C., 1999. Why do some countries produce so much more output per worker than others? 
The quarterly journal of economics, 114, 83—116. 

Haw, I., et al., 2004. Ultimate ownership, income management and legal and extra-legal institutions. Journal 
of accounting research, 42, 423-462. 

Hayek, F., 1960. The constitution of liberty. Chicago: University of Chicago Press. 

Hope, O., 2003. Firm-level disclosures and the relative roles of culture and legal origin. Journal of inter- 
national financial management and accounting, 14, 218—248. 

Hung, M., 2001. Accounting standards and value relevance of financial statements: an international analysis. 
Journal of accounting and economics, 30, 401—420. 

Joos, P. and Wysocki, P., 2007. (Non)convergence i in international accrual accounting. Working Paper, MIT 
Sloan School of Management. E 

Kaufmann, D., Kraay, А. and Ziodo-Lobaton, P., 2010. баўыпансе matters. World Bank Policy Research 
Working Paper, World Bank, Washington, DC, September. 

Klapper, L. and Love, L, 2004. Corporate governance, investor protection and performance i in emerging 
markets. Journal of corporate finance, 10, 703—728. 

Kothari, S., 2000. Role of financial reporting in reducing financial risks in the market. Jn: E. Rosengren and J. 
Jordan, eds. Building an infrastructure for financial stability, Federal Reserve Bank of Boston, 89— 102. 

Lang, M. Raedy, J. and Wilson, W., 2006. Earnings management and cross listing: are reconciled earnings 
comparable to US earnings? Journal of accounting and economies, 42, 255—283. . 

La Porta, R., et al., 1997. Legal determinants of external finance. Journal of finance, 52, 1131- 1150. 


Accounting and Business Research 327 


La Porta, R., et-al., 1998. Law and finance. Journal of political economy, 106, 1113-1155. 

La Porta, R., et al., 1999. Corporate ownership around the world. Journal of finance, 54, 471-517. 

La Porta, R., et al., 2000. Investor protection and corporate governance, Journal of financial economics, 58, 
3-27. 

La Porta, R., et al., 2002. Investor protection and corporate valuation. Journal of finance, 57, 1147-117. 

La Porta, R., et al., 2006. What works in securities laws? Journal of finance, 61, 1-32. 

Lang, M., Lins, K., and Miller, D., 2003. ADRs, analysts, and accuracy: does cross-listing in the US improve 
a firm's information environment and increase market value? Journal of accounting research, 41, 
317-345. 

Leuz, C., 2010. Different approaches to corporate reporting regulation: how jurisdictions differ and why. 
Accounting and business research, 40, 229—256. 

Leuz, C., Lins, K., and Warnock, F., 2008. Do foreigners invest less in poorly governed firms? Review of 

financial studies, 22 (8), 3245-3285. 

Leuz, C., Nanda, D., and Wysocki, P., 2003. Earnings management and investor protection: an international 
comparison. Journal of financial economics, 69, 505—527. 

Leuz, C. and Wysocki, P., 2009. Economic consequences of financial reporting and disclosure regulation: a 
review and suggestions for future research. Working Paper, University of Chicago and MIT Sloan 
School of Management. 

Levine, S. and Zervos, S., 1998. Stock markets, banks and growth. American economic review, 88, 537-558. 

Lipsey, R. and Lancaster, K., 1956. The general theory of second best. The review of economic studies, 24 
(1), 11-32. 

Lucas, R., 1976. Econometric policy evaluation: a critique. Carnegie-Rochester conference series on public 
policy, 1, 19-46. 

Meeks, G. and Swann, G., 2009. Accounting standards and the economics of standards. International 

' Accounting Policy Forum. Accounting and business research, 39, 191-210. 

Morck, R. and Yeung, B., 2011. Economics, history and causation. NBER Working Paper. 

Nobes, С., 2006. The survival of international differences under IFRS: towards a research agenda. 
Accounting and business research, 36, 233—245. 

Nobes, C. and Parker, R., 2002. Comparative international accounting. Harlow, Essex: Prentice Hall. 

North, D., 1981. Structure and change in economic history. New York: Norton. 

North, D., 1990. Institutions, institutional change and economic performance. Cambridge: Cambridge 
University Press. 

North, D., 1994. Economic performance through time. American economic review, 84, 359—368. 

North, D. and Weingast, B., 1989. Constitutions and commitment: the evolution of institutions governing 
public choice in seventeenth-century England. The journal of economic history, 49, 803—832. 

Olson, M., 1965. The logic of collective action: public goods and the theory of groups. Cambridge, MA: 
Harvard University Press. 

Pearl, J., 2000. Causality: models, reasoning, and inference. Cambridge: Cambridge University Press. 

Piotroski, J. and Srinivasan, S., 2008. Regulation and bonding: the Sarbanes-Oxley Act and the flow of 
international listings. Journal of accounting research, 46 (2), 383-425. 

Pope, P.F. and McLeay, S.J., 2011. The European IFRS experiment: objectives, research challenges and 
some early evidence. Accounting and business research, 41 (3), 233—266. 

Rajan, К. and Zingales, L., 1998. Financial development and growth. American economic review, 88, 
559—586. 

Rajan, R. and Zingales, L., 2003. The great reversals: the politics of financial development in the 20th 
century. Journal of financial economics, 69, 5-50. 

Rodrik, D., 2008. Second-best institutions. American economic review, 98, 100—104. 

Roe, M., 2006. Legal origins, politics, and modern stock markets. Harvard law review, 120, 460—527. 

Roe, M. and Siegel, J., 2010. Political instability: its effects on financial development, its roots in the severity 
of economic inequality. Harvard Law School Working Paper. 

Ross, S., 1979. Disclosure regulation in financial markets: implications of modern finance theory and signal- 
ing theory. In: F. Edwards, ed. Issues in financial regulation. New York: McGraw-Hill. 

Scott, H., 1998. When the euro falls apart. International finance, 1, 207—228. 

Scott, R., 2001. Institutions and organizations. Thousand Oaks, CA: Sage. 

Simon, H., 1953. Causal ordering and identifiability. Zn: W. Hood and J. Koopmans, eds. Studies in econo- 
metric method. New York: Wiley, 49—74. 

Stulz, R., 2009. Securities laws, disclosure, and national capital markets in the age of financial globalization. 
Journal of accounting research, 47, 349—390. 


328 В Wysocki 


Sunder, S., 2002. Regulatory competition for low cost-of-capital accounting rules. Journal of accounting and 
public policy, 21, 147-149. 

Sunder, S., 2010. Adverse effects of uniform written reporting standards on accounting practice, education, 
and research. Journal of accounting and public policy, 29, 99-114. 

Wahrisch, M., 2001. The evolution of international accounting systems: accounting system adoptions by 
firms from a network perspective. Frankfurt: Peter Lang. 

Walker, M., 2010. Accounting for varieties of capitalism: the case against a single set of global accounting 
standards. The British accounting review, 42, 137—152. 

Watts, R., 1977. Corporate financial statements: a product of the market and political processes. Australian 
Journal of management, 2, 52—15. 

Watts, R. and Zimmerman, J., 1983. Agency problems, auditing and the theory of the firm: some evidence. 
Journal of law and economics, 26, 613—634. 

Watts, R. and Zimmerman, J., 1986. Positive accounting theory. London: Prentice Hall. 

Waymire, G. and Basu, S., 2007. Accounting is an evolved economic institution. Foundations and trends in 
accounting, 2, 1-174. 

Williamson, O., 1975. Markets and hierarchies: analysis and antitrust implications. New York: Free Press. 

Wysocki, P., 2004. Discussion of ultimate ownership, income management, and legal and extra-legal insti- 
tutions. Journal of accounting research, 42, 463—474. 


Accounting and Business Research i Routledge 
Vol. 41, №. 3, August 2011, 329-331 Tatort aP 


Discussion 


MARIO ABELA* 


Research Director, European Financial Reporting Advisory Group (EFRAG), 35 Square de Meeiis, 
Brussels, Belgium 


[The views expressed here are the personal views of the author] 


In my view Wysocki's paper is incredibly ambitious in its scope, surveying the whole institutional 
terrain and its antecedents. It has a lot to offer us in terms of developing an understanding of how 
accounting fits in. One of the unfortunate things is that the institutional framework is just con- 
sidered as context but not as an essential part of the whole process — and that is an important 
thing to flag here. It acknowledges the global/local environment within which standard-setting 
is taking place and within which financial statements are prepared. That is also important 
because the interaction between the two is often lost sight of. 

The paper does, however, draw a very bleak prognosis. Towards the end of the paper there is 
the question: *Have we gone beyond a tipping point and past the point of no return to create an 
international club that countries can freely join, but that is then nearly impossible to leave without 
incurring massive costs?' That is one view of the world, but I do not think the reality is so bleak. 

In terms of the methodological aspects of the paper, my only observation is that it would be 
rather reductionist to limit ourselves to purely quantitative analysis. I know that the words *quali- 
tative analysis’ in accounting research are not always considered to be very objective or useful. 
However, I think you probably need both because here you are not only considering the economic 
effects but also socio-political dimensions, and it is important therefore to use other tools to under- 
stand those. It is important also not to lose sight of the trends and continuities, rather than the dis- 
continuities, in the recent history of institutions. 

Here are some points for debate — first, I think that democratic rule-making is a good thing. If 
you look at IFRS and the changes that have been made (and proposed) to the standard-setting 
process, they are pushing in that direction, so that has to be a good thing. Second, this is an emer- 
ging field. We have not yet arrived and we do not have the answers, but we should not despair 
when faced with opportunity. Many comments have been made that it is not a perfect system. 
There is no perfect system, but that opens up opportunities for us rather than reasons to despair. 

Third, I would argue that effort should go into debating the evidence. What evidence do we 
need to support the conclusions of whether or not something is good, whether an accounting 
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standard is good or not, whether its consequences are good or not? We should also consider the 
effects of accounting standards; how do we know them; and what technology do we need to assess 
them. That is one point that is lacking: we still do not have the technology and we struggle to 
understand the effects of accounting standards or even why we should bother thinking about 
them as part of the technical debate. 

One issue that I do not see in the literature reviewed is the concept of professionalism, which 
is essential to IFRS. I think that that is what made IFRS possible in the first place. IFRS is a system 
of learning. The exercise of professional judgment is also really important. That is absolutely clear 
and we cannot forget that. IFRS cannot replace that and we should not let it replace that — other- 
wise we are back to a system of rules and not principles to guide professional judgments. Part of 
the problem with accounting today is that there is lots of ‘wiring’ via complicated rules and pro- 
cesses. The quality of reporting sometimes gets set aside in debates; it is not clear that there is a 
systematic view or a scientific approach. 

Alternatively, we would like to move towards a more scientific approach, and I think we are 
inching towards that. The point was made this morning about more experimentation. For devel- 
oping the science of accounting there needs to be much more experimentation. It has become 
almost a mantra in standard-setting debates to say that ‘we need to develop principles, not just 
rules’. The conceptual framework has become a half-built edifice that seems to get in the way 
more than it provides insights. I am not sure we have the principles we need: there is no firm 
set of principles, like in physics, that you can apply in accounting. However, we need to find 
those principles for IFRS to work effectively at the global Лоса! level. 

In terms of the five basic elements, the relationship between accounting and other institutions 
is something of which those involved in standard-setting are acutely aware. In terms of the issue 
of ‘one size fits all’ and the problems of policy borrowing, they are real issues, but I do not think 
we would expect it to be any different. There will always be unevenness in implementation within 
or across countries, which is something to be aware of and to learn from. This happens even in the 
case of domestic GAAP. 

I feel that what is lacking in the paper is reference to the geopolitical forces and the rise of 
global institutions and their interrelationship with what happens at a domestic level. I think 
they improve the performance. The role of supra-national bodies like EFRAG and AOSSG 
(Asian Oceanic Standards-Setting Group) is important in acting as a go-between for complex 
institutions (in EFRAG’s context, complex European institutions) and the standard-setter. I do 
not think that that in any way diminishes national sovereignty; it does not compromise it at all 
but it helps construct a dialogue between these organisations. 

My final key point is about offering a stronger link between public interest and strengthening 
accountability. In the current environment, policymakers are looking for a more evidence-based 
approach. EFRAG will issue a discussion paper in January 2011 looking at the consequences of 
accounting standards, which we hope will open up this whole debate because, as I said, what was 
missing is that we have lost the need for debate in addressing financial reporting issues. That is 
important. 

In summing up, it is asserted in the paper that adopting IFRS on a worldwide scale is unlikely 
to eliminate all national, industry and firm-level institutional influences, making uniform 
implementation of IFRS around the globe highly unlikely. 

It is, however, a relevant observation that good financial reporting is not an end state but a 
continuous, evolving process. IFRS are a means, not an end in themselves. It is fair to say that 
IFRS in Europe have created a common financial language; at least we all know what we are 
talking about when we come to look at an issue. I think that is important. 

Although the impact may not be readily apparent, the concepts of stewardship, transparency 
and accountability remain central in these debates, regardless of whether our attention is at the 
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2lobal IFRS level or on how IFRS are applied on the ground locally. Hopefully, we will not lose 
sight of those important foundations of what we are trying to do here. 
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This study examines the perceived ability of auditees to influence external auditor controls and 
audit team behaviour (through, for example, delaying the availability of information and 
selecting samples in advance for auditors). Semi-structured interviews were carried out with 
18 auditee staff from seven publicly-listed companies who interacted on an ongoing basis 
with the audit team. The findings provide an external perspective on weaknesses in auditors’ 
control systems and suggest that game playing occurs between auditee and auditor staff in 
coping with conflicts that arise during audit fieldwork. These constitute a form of inter- 
organisational defence mechanism (coping mechanisms employed by individuals in 
organisations to avoid embarrassment and threat). Furthermore, the findings reveal 
previously unidentified auditee-related variables that can impact on the effectiveness of the 
auditor’s control system. A number of implications of the findings for audit firms and 
society are identified, such as the level of trust placed by society in inexperienced time- 
pressured audit trainees, societal expectations of auditors and the need to reduce the 
predictability of audit testing. | 


Keywords: auditor—client interaction; auditor control system; defence mechanisms; 
dysfunctional auditor behaviour s 


1. Introduction 


The level of scepticism applied by auditors in dealing with auditees is currently highly topical 
given the failure of auditors to alert the public to the impending banking crisis. Indeed, in the 
UK, a House of Lords enquiry was set up in 2010 to examine 'auditors: the market concentration 
end their role’ and the Auditing Practices Board issued a discussion paper on ‘Auditor scepticism: 
raising the bar' (APB 2010). A memo by the Financial Reporting Council to the House of Lords 
enquiry commented: 


In considering behaviour and culture within the firms, the AIU [Audit inspection unit] has identified a 
number of instances of firms failing to apply sufficient professional scepticism in relation to key audit 
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judgements. This lack of scepticism may manifest itself in a number of ways: over-reliance 
on management representations; failure to investigate conflicting explanations; failure to obtain 
appropriate third party confirmations; or seeking to obtain evidence that corroborates, rather than 
challenges, judgements made by client management (FRC 2010a, paragraph 2.9) 


Concerns are raised in the APB discussion paper that a cosy relationship may exist between the 
auditor and auditee, which reduces auditor scepticism (APB 2010). Deloitte, in their response to 
the APB discussion paper, stated that one way of promoting and developing auditor scepticism is 
to require work on high risk areas to be completed earlier in the audit process to allow more time 
to challenge management’s judgements (FRC 20106). As the following interviewee quote from 
our study suggests, delaying tactics may be used by management to reduce the amount of 
auditor scrutiny on a particular area: 


Another tactic you can use is, well if they don’t ask for a date, well look there’s four weeks to go, the 
more time that goes along the less time they have to delve into something, so fobbing them off that 
way, ‘oh yes I must do that for you I’m really sorry, -yes’, you know you can spin them on and I’ve 
done that as well and it has worked, there’s no doubt about that (7). 


The ability of the auditee to influence audit team controls and audit team behaviour has not 
been examined in previous research. Perceived auditee influence provides an interesting illumi- 
nation of the backstage of audit work, particularly given the current attention focused on auditors 
and their effectiveness. The contro] system in audit firms and perceived pressure exerted by audi- 
tees on budget tightness have been shown to contribute to dysfunctional behaviour by the audit 
team, such as quality-threatening behaviour (Pierce and Sweeney 2004, Sweeney and Pierce 
2004). Audit teams encounter a number of tensions in the field, including a conflict between 
audit cost and audit quality and a conflict between the need to remain objective and the need 
to achieve auditee cooperation. In dealing with these conflicts, and to avoid embarrassment or 
threat, auditors engage in individual defence mechanisms that gain acceptance by the organisation 
and become organisational defence mechanisms (Sweeney and Pierce 2006). The types of behav- 
iour occurring represent a coping mechanism (Herrbach 2005). Previous studies have revealed 
weaknesses in the control system used by auditors, showing that input, output, behavioural 
and clan controls have limited effectiveness. This is the result of the difficulty of measuring 
the output of the audit and the fact that the majority of audit work is carried out on the auditee's 
premises where audit management are not present. Perceptions of audit seniors and audit partners 
in relation to these weaknesses have been examined in previous studies. However, a significant 
omission from prior research has been the perspectives of auditee personnel. Given that the 
audit team spends much of its time on the auditee's premises, often in close contact with 
auditee staff, these perspectives seem important. 

Audit seniors have been shown to perceive that auditees could influence the level of time 
pressure on an audit and contribute to the use of defence mechanisms by auditors (quality-threa- 
tening behaviour) through timing of: delivery of information to the audit team, unrealistic time 
deadlines and lack of preparation for the audit (Sweeney and Pierce 2004). This represents a 
potentially interesting area of research, in that it suggests the possibility of significant influence 
by an external body on defence mechanisms employed by auditors. Audit seniors perceived a 
likely difference in attitude of auditees, depending on whether they previously engaged in 
quality-threatening behaviour as an auditor (Pierce and Sweeney 2006). That study suggested 
that auditee personnel who are themselves former auditors may seek to manipulate the audit 
team to a greater extent than other auditee personnel as they have a greater insight into the 
defence mechanisms employed by auditors. 
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This research therefore examines the perspectives of auditee staff regarding their ability to 
induence auditor controls and audit team behaviour. To our knowledge, this is the first published 
study to report perspectives from outside the audit firm in relation to dysfunctional behaviour of 
the auditor. It contributes to the literature in a number of ways. First, the findings provide a basis 
for extending prior understanding of audit team organisational defence mechanisms to embrace an 
inter-organisational dimension, whereby the actions of auditee staff present the audit team with a 
coping mechanism for dealing with conflicting demands of cost and quality considerations. 
Second, the existence of a common identity between auditor and auditee staff with a common 
purpose of completing a trouble-free audit and avoiding potential embarrassment and threat is 
highlighted. Third, previously unexamined variables associated with the relationship between 
the auditor’s control system and quality-threatening behaviour are uncovered. Lastly, a key 
finding that emerges is the complexity of auditee influence on audit team behaviour in terms of 
their exploitation of perceived weaknesses in the auditor’s control system and justifications 
provided for such influence. 

Section 2 reviews prior literature and describes the objective of the study. Section 3 outlines 
tke research method. The findings are reported in section 4 and discussed in section 5. Section 6 
concludes. 


2. Prior literature and research objective 


Recent financial scandals have suggested a mismanagement of companies and a failure of the 
monitoring and assurance provided through independent audit. Some of these outcomes have 
been attributed to conflicts of interest (Moore et al. 2006). The auditing literature highlights 
the importance of auditor—auditee interactions and the tensions with which auditors are con- 
fronted in conducting the audit as the general context for this conflict. A stream of literature 
has documented the cost/quality conflict faced by audit seniors and juniors as a result of the 
audit firm’s control system. It has been shown that individual and organisational defence mech- 
anisms are frequently created by audit juniors and seniors in order to cope with this cost/quality 
conflict. The literature on defence mechanisms forms the theoretical framework for the study. 
Audit team conflicts constitute the general context in which defence mechanisms operate. 
These conflicts are reviewed in section 2.1 as relevant background for the theory on defence 
mechanisms (section 2.2). 


21 Audit team conflicts 


A hierarchical organisational structure is in place in audit firms, where audit juniors and seniors 
perform the majority of audit work (measured on a time input basis) on the auditee’s premises and 
interact frequently with auditee staff. In carrying out this fieldwork, a potential conflict arises in 
euditee relationships where auditors need the cooperation of auditee staff but at the same time 
need to remain objective (Audit and Assurance Faculty 2002). Auditee cooperation can 
enhance audit quality. Indeed ‘the auditor has no option but to bestow some degree of trust 
upon client management’ (Rennie et al. 2010, p. 279). However, auditee influence may have 
an adverse impact on audit quality. Professional scepticism is also needed by auditors in carrying 
out their work. The Audit Inspection Unit, in its 2009/10 annual report, emphasised the need for 
audit firms to exercise greater scepticism (FRC 2010c). 

Gendron et al. (2006) referred to the need for auditors ‘to maintain emotional distance from 
auditees’ in exercising auditor independence. Moore et al. (2006) noted three potential threats 
to auditor independence: managers hiring and firing auditors, auditors taking positions with 
auditees, and auditors providing non-audit services. Excluded from this is the importance of 
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auditor—auditee interactions in determining audit quality. At the audit junior and senior levels, 
developing a relationship with auditees in order to achieve auditor cooperation may compromise 
their emotional distance from auditees. Previous research has questioned how a balance between 
professional scepticism and the need for auditee cooperation can be achieved. Kneckel (2007) 
referred to the increased reliance on auditee explanations in recent years and pointed out that audi- 
tors are more comfortable judging documents rather than people. The importance of strength of 
character in dealing with challenging or confrontational situations (Audit and Assurance Faculty 
2002), the need for auditors to develop new interpersonal skills such as the ability to interpret 
body language of auditees (Barrett et al. 2005) and the ability to assess appropriate timing for 
information inquiry and information delivery requests from the client (MacLullich 2003) have 
been noted in the literature. 

Related to the level of scepticism of auditors is the reasoning process involved in auditor— 
auditee interactions. Research in this area has focused on whether auditors anticipate the risk of 
auditees manipulating audit procedures to conceal fraud in designing their audit procedures. 
Wilks and Zimbelman (2004) maintained that auditors using strategic order reasoning will 
adjust their audit plan by incorporating non-standard procedures with which the auditee is unfa- 
miliar (such as, during an inventory count, requiring the auditee to open boxes that are difficult 
to access). Research in the area, however, indicates that auditors plan to collect the same 
evidence from year to year (ibid.) and that auditor controls and procedures are perceived by 
auditee staff to be predictable (Hellman 2006). Francis (2004) pointed out that audit firm 
alumni would be more familiar with their former accounting firm's audit methodology and 
could more easily deceive auditors. Also, previous research on auditor negotiations suggested 
that an auditee's previous experience as an auditor may impact on auditor—auditee negotiations 
as the result of a better understanding of the auditor's perspective (Bame-Aldred and Kida 
2007). The ability to engage in strategic reasoning is linked to the level of the auditor's under- 
standing of the auditee's environment and business risks (Wilks and Zimbelman 2004) and the 
opportunities to learn an opponent's strategies (Camerer 1990), which, in the context of 
auditor—auditee interactions, arises during interactions with auditee personnel (Wilks and 
Zimbelman 2004). 

A further source of conflict for the audit team arises from the tensions between professional 
and commercial logics of action (Gendron 2002). These tensions manifest themselves in the 
cost/quality conflict that stems from the management control system in operation in the 
firms. As a result of the difficulty in measuring audit quality, controls focus on surrogate 
measures of quality, such as use of audit working papers (Fischer 1996, Power 2003). The 
main audit cost is time and this is tightly controlled using time budgets (Kelley and Seiler 
1982). Increasing the quality of an audit very often involves investing more time in the audit. 
Auditors therefore face a conflict in striving to meet very measurable time budgets or deadlines 
and less measurable standards of quality. When auditors are subject to tight time constraints, the 
incentive exists for them to engage in dysfunctional behaviour such as quality-threatening 
behaviour or manipulation of time records in order to meet time constraints in the form of 
deadlines or budgets (McNair 1991, Pierce and Sweeney 2004). This study focuses on 
quality-threatening behaviour, as such behaviour is likely to be of greater relevance to auditees 
than other types of behaviour such as manipulation of time records. Previous studies have found 
that auditors engage in a range of quality-threatening behaviour such as: accepting weak client 
explanations; reducing sample sizes; and prematurely signing off tests without completing the 
work (Kelley and Margheim 1990, Pierce and Sweeney 2004). As a result of the nature of 
the audit process, actions such as these can be very difficult to detect (Pierce and Sweeney 
2006, Sweeney and Pierce 2006). 
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2.2 Defence mechanisms 


Argyris (1990a) viewed dysfunctional behaviour as a typical response to the threat of embarrass- 
ment, such as that which can arise when a subordinate is confronted with a very difficult budget 
target. This literature has been linked to dysfunctional behaviour in audit firms (Sweeney and 
Pierce 2006). Such behaviour arises from defensive reasoning by individuals where they are 
afraid to confront the reason for the conflict by openly discussing the matter with their superior 
and choose instead to resolve the conflicting situation privately using individual defence 
mechanisms: 


whenever human beings are faced with any issue that contains significant embarrassment or threat 
they act in ways that bypass, as best they can, the embarrassment or threat. In order for the bypass 
to work, it must be covered up. The basic strategy involves bypass and cover-up. ... because so 
many individuals use these actions frequently, the actions become organizational norms. The 
actions come to be viewed as rational, sensible and realistic (Argyris 1990b, p. 25). 


Audit superiors and subordinates understand that cost/quality conflict and the difficulty of 
simultaneously meeting cost and quality requirements are not matters that are open to discussion 
(Sweeney and Pierce 2006). The consequence is that a ‘double bind’ (Argyris 1990a) exists within 
the control system, where auditors who act in accordance with best current practice will find 
themselves in a position of having to admit that they are unable to meet both cost and quality 
requirements. That in turn will result in embarrassment and threat for the individual. Hence, 
the individual resorts to engaging in quality-threatening behaviour as a defence mechanism. 

This individual defensive reasoning gains an acceptance or even becomes a requirement of 
organisational practices and policies. Organisational defence mechanisms are created by individ- 
uals within the organisation (although not formally sanctioned by the organisation) in a manner 
that is consistent with individual defence mechanisms (Argyris 19902). Organisational defensive 
routines have been defined as ‘апу routine policies or actions that are intended to circumvent 
the experience of embarrassment or threat by bypassing the situations that may trigger these 
responses’ (ibid., p. 505). These routines become an ‘underground’ management system, 
embedded in the organisation and unaffected by individual change within the organisation 
(Argyris 1990b). Argyris (1990a) provided examples of mixed messages, i.e. messages that аге 
simultaneously precise and imprecise, as an organisational defence mechanism. The mixed 
messages given by audit firms to the audit team regarding the need to meet conflicting cost 
and quality objectives constitute an organisational defence mechanism (Sweeney and Pierce 
2006). Audit partners’ ambiguity in relation to sanctions against those found guilty of engaging 
in quality-threatening behaviour and partners tolerance of such behaviour in less material areas 
(Pierce and Sweeney 2005) also constitute organisational defence mechanisms. 

Argyris (1990b) pointed out that defensive routines are contrary to productive reasoning 
(which includes defining premises as clearly as possible; making inferences explicit; and devel- 
oping conclusions that are publicly testable and independent of the logic used by the individual 
engaging in the reasoning) and are based on bypass, confusion and mixed messages. The gaming 
behaviour that results from the defence mechanisms is both favourable and unfavourable for the 
individual auditor. It is favourable in that the individual is protecting his or her own interests. It is 
unfavourable in the sense that it is necessary to engage in the behaviour and cover it up. Previous 
findings that reported perceived auditee influence over quality-threatening behaviour (Sweeney 
and Pierce 2004) and low risk of detection of the behaviour within the audit firm (Pierce and 
Sweeney 2006) suggest that some kind of at least tacit auditee support, compliance or 
acquiescence may be present to enable the defence mechanisms to operate effectively. No pre- 
vious research has investigated the possibility that defence mechanisms may operate across 
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organisational boundaries. The behaviour of auditees in dealing with audit staff may include the 
employment of defence mechanisms to protect the auditee from embarrassment or threat. Auditee 
embarrassment or threat may arise from actions of the auditors that uncover deliberate or uninten- 
tional errors. Auditee defence mechanisms have not previously been examined in the literature. 

The degree to which auditee staff perceive that they are in a position to influence the behav- 
iour of the audit team and auditor controls over the audit team should provide further insight 
into defence mechanisms of both the auditor and auditee. The objective of the study is therefore 
to examine the nature of, and motivation for, influence that auditees perceive they exercise 
over auditor controls and over one form of audit team defence mechanisms (namely, quality- 
threatening behaviour). 


3. Research method 


Semi-structured interviews were carried out with 18 auditee staff from seven publicly-listed com- 
panies in Ireland. The interviews, each lasting approximately 50 minutes, were all held in the 
offices of the companies and were carried out jointly by both researchers in 2006/07. The compa- 
nies were selected from a range of industries, covering both service and manufacturing sectors (see 
Appendix 1). A contact in each of the companies was approached by the researchers and asked to 
arrange a number of interviews with members of their staff who dealt, on an ongoing basis, with an 
audit junior or audit senior on the external audit team. The interviewees were all qualified accoun- 
tants and had senior roles in the companies’ finance departments (see Appendix 1), interacting with 
an external audit team from one of the Big Four firms. Where a number of interviewees were from 
the same company, they were based in different divisions or sections. Therefore all interviewees 
dealt with different audit staff during the audit. The number of interviewees was determined 
during data collection at the point at which no new insights were being obtained from interviewees 
and saturation (Lincoln and Guba 1985) was reached. 

The relevant extract from the client interview schedule is contained in Appendix 2. The design 
of the interview schedule was based on the literature reviewed. The schedule contained questions 
on auditees’ perception of influence over audit staff controls, perception of level and cause of 
audit team time pressure (to assess auditee awareness of conflict faced by audit staff and 
possible opportunity to influence quality-threatening behaviour), perceived influence of the 
auditee over time pressure (linked to suggested auditee influence from previous literature on 
quality-threatening behaviour), awareness of quality-threatening behaviour and perceived influ- 
ence over such behaviour. 

The types of behaviour discussed during interviews were sensitive, in the sense that they 
could not be openly discussed and, if detected, could result in serious consequences for those 
found to engage in them. Social desirability bias can distort the information gained from self- 
reports of socially sensitive issues (Sudman and Bradburn 1974) and use of informer measures 
has been advocated as a method of reducing this bias (Sherwood 1981). To reduce the risk of 
deliberate bias and to help gain the confidence of interviewees, we framed some of the questions 
(auditees influence over time pressure and quality-threatening behaviour) in a manner that asked 
interviewees about their perception in general, rather than their personal experience. Validity 
issues arise in the context of informer measures as to whether they are measuring a different con- 
struct (Fisher 1993). An auditee's perception of general auditees' behaviour and attitudes may be 
based either on the auditee's personal experience or other auditees' experiences observed by the 
auditee or recounted to the auditee. Auditees may perceive their own level of honesty and 
capability to influence auditors as greater or less than such qualities in other auditees. It is not 
possible to disentangle the influences on perceptions of auditees in our study. This constitutes 
a limitation of the study. 
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In five cases the interviewees indicated that they had personal experience of specific situations 
directly relevant to the study. By moving from the general to the specific in this way, we gained 
the confidence and trust of these interviewees and obtained some very valuable insights, as evi- 
denced by quotes extracted from some of the interviews. It must be acknowledged however that, 
nctwithstanding the detailed and specific examples of situations and behaviour set out by the five 
interviewees (four of whom were ex-auditors), we cannot ascertain with certainty whether or not 
they actually influenced the auditors. We acknowledge this by presenting the evidence as their 
perceptions of their influence. 

Interviews were taped and transcribed. Recommendations for data analysis in the literature 
(eg. Patton 1990, Miles and Huberman 1994, Lillis 1999) were followed in the coding and analy- 
sis of the data. Initial codes on the general areas of investigation were developed before the inter- 
views commenced and these codes were refined as the interviews progressed. NVIVO (a software 
program for analysing qualitative data) was used to organise the findings. Pattern analysis (Miles 
and Huberman 1994) was used to draw and verify conclusions. This commenced during data col- 
lection. Following each interview the researchers sought to identify the main patterns arising. 
Adding evidence to confirm a pattern, and being open to evidence that contradicts it, is important 
in forming conclusions as it helps protect against providing unreliable evidence (Miles 1979). As 
suggested by Miles and Huberman (1994), the researchers searched for negative evidence that 
might contradict any of the conclusions reached in the analysis and also checked that the evidence 
backing up each finding appeared to be reliable. In presenting the findings, sentences that 
appeared to represent a particular code or theme were used to present the ‘thick description’ 
(Denzin 1994, p. 505) in section 4 (Findings). Anonymity is preserved by referring to intervie- 
wees using the numbers shown in Appendix 1. 

The limitations of the study need to be considered in interpreting the findings. First, it is poss- 
ible that social desirability bias may have influenced responses. Interviewees may, for example, 
have understated their perceived degree of influence over the auditors’ behaviour. The opposite 
effect may also have occurred and respondents may have been overly confident in their perceived 
degree of influence over auditors. As a result of the sensitive nature of the topic, informer 
measures (where interviewees were asked about the behaviours of others) were used for 
auditee influence over time pressure and quality-threatening behaviour. As discussed above, 
this constitutes a limitation of the study. At the start of each interview, interviewees were 
assured of the confidentiality of the study and the fact that neither they nor their companies 
would be named in the research. In general, a good rapport was developed by the researchers 
with the interviewees, all of whom appeared to engage fully and openly in the interviews. The 
researchers took all reasonable measures to ensure that under- or over-statement did not signifi- 
cantly distort responses. Second, the findings in the study are based on perceptions of a relatively 
small number of auditees. There are several variables that may have influenced interviewees’ per- 
ceptions, such as the composition of the audit team, the length of tenure of auditors, the industry 
expertise of the auditor and characteristics of the auditee. These factors were not taken into 
account in the study, as the views obtained from each of the interviewees were based on their 
cverall experience from dealing with audit teams and were not related to any one specific audit 
team. As all of the auditees were publicly-listed companies audited by a Big Four auditor, it 
would be expected that the general composition of the audit teams in terms of mix of experience 
would be similar across these companies. 

Lastly, interviewees within each company were selected by a member of the auditee manage- 
ment with whom we had initial contact and who was requested to arrange interviews with a 
number of auditee staff who had ongoing contact with the audit team. Auditor—auditee relation- 
ships are complex as a result of the number of individuals involved (Hellman 2006) and it cannot 
be ascertained with certainty that those selected were the most relevant auditee staff. It is possible 
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that some members of auditee staff may have declined to be interviewed. However, only limited 
information was given in advance regarding the detail of the interviews. The subject of the inter- 
views was described only in general terms as auditee interactions with the audit team. No mention 
was made prior to the interviews of potentially sensitive issues such as the behaviour of the audit 
team or the influence exerted by the auditee. 


4. Findings 
The findings are divided into the following main themes: perceived influence over quality-threa- 
tening behaviour; perceived influence over the control system; and justifications for influence. 


41 Perceived influence over quality-threatening behaviour 


The degree to which interviewees maintained that auditees could influence auditors varied, with 
the majority believing auditees could do so to some degree. Generally, ex-auditors perceived audi- 
tees could influence auditors to a greater extent than did other interviewees. Eight out of 10 ex- 
auditors were of the view that ‘they [auditors] are not going to really be able to find things if you 
really made any effort to disguise them . . . you could certainly sway the team on the ground away 
from certain агеаз' (2). Five ex-auditors were very confident in their ability to conceal information 
from auditors and referred to specific personal examples where they had done so, although in 
general, it was felt that ‘there is not huge evidence of it’ (2): 


We have had other things that I did hide on them this year and potentially quite serious things, but 
they're things that we know about and we'll sort out, [they were] to do with our superannuation 
fund ... but I was quite easily able to hide it from them ... potentially it's material ... I just didn’t 
want to get into it and we knew what needed to be done . . . but there's something that they missed (7). 


Eight other interviewees (of which six were non ex-auditors) were not as confident in the ability of 
auditees to influence auditors and maintained that ‘it would be very difficult for a client to sort of 
actively say right we need to hide this from the guys' (15). At the same time, it was acknowledged 
that ‘if someone is very persuasive they might be able to persuade them" (6). 

Examples of opportunities for direct auditee influence over quality-threatening behaviour 
were provided by 12 interviewees, particularly ex-auditors. Auditees perceived that the audit 
team could be directly influenced into biasing sample selection, over-relying on auditee work 
and accepting weak auditee explanations. Opportunities to influence auditor sample selection 
included situations in which some files might have been archived and a member of auditee 
staff said, ‘it will take me a couple of hours to dig that out, whereas I have the file for the 
second half of the year here. They might go down that route or they might take my suggestion 
on board’ (14). Inventory counts were also mentioned as an area where the auditee could influence 
the auditor's choice of inventory items to count. A personal example of auditee influence in 
biasing sample selection was provided by one interviewee (not an ex-auditor), where ‘in the 
sample [invoices] of say the four that they [audit team] had picked, you know we couldn't find 
three of them and so I got them to take three other ones and they did' (6). Allowing the 
auditee to select the sample in advance of the auditor's visit was also mentioned as an area 
*that could potentially obviously be open to manipulation because you will pick ones that will 
work’ (14). Regarding opportunities to influence degree of reliance on auditee work, whereby 
auditee staff prepare worksheets for auditors, it was thought *you could certainly group things 
together in such а way as to throw the auditor off a bit ... I think the more that they would go 
for client prepared sheets and the pressure is on in that direction from the point of view of 
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fees, I think the more the company could influence them’ (2). One interviewee provided the 
following first-hand example of auditee influence on working papers and maintained that the 
auditee influence was positive as both parties had common objectives and would gain from the 
cooperation: 


There was a guy [auditor] and we got on very well with good fun and all the rest but I helped him write 
the thing [working papers] you know . . . subsequently some of the other auditors said ‘I’m not sure if] 
should be showing you this’ and I said well listen you can show it to me because a) I’ve seen it before 
and b) I’ve actually written it for the guy. But it was in my interest and it was also in his interest 
because we could put things the right way; he might not be aware of what you might read into some- 
thing whereas we can put a very specific story. Now this is where we would be working with them to 
identify the specifics about an issue, not when we’re trying to fob things off (7). 


Opportunities for direct influence over auditor behaviour also arose when auditors requested 
an explanation for a particular transaction. Various examples were given of cases where weak 
auditee explanations were accepted in circumstances in which auditees ‘expected a more eager 
challenge’ (15), such as a complicated leasing transaction where a simple explanation was 
given and the auditee staff member ‘was delighted [they accepted it] because it saved [the 
auditee] three weeks of explaining to them’ (1). Analytical review was also mentioned by a 
number of interviewees as a procedure that auditors carry out ‘in a very cursory fashion and 
you could really fob them off with anything and they will go away’ (2). Also referred to were 
inventory counts, where auditors are generally reliant on the auditee’s estimation of quantity 
and value for particular inventory items. In general, it was felt that ‘if there is a kind of a fairly 
bland response to their questions it generally means it goes away’ (9) and ‘you tell them the 
truth but it’s a half truth or you wouldn’t give them all the information and you’d wait to see 
would they ask the second question and they don’t’ (11). This was perceived to be a significant 
risk from the auditor’s perspective as it is “very easy as a client to give a short answer because it 
makes them go away’ (1). This and other findings on justifications for client influence are pre- 
sented in section 4.3. 


4.2 Perceived influence over the control system 


In general, interviewees perceived that they had little direct influence over the auditor's control 
system. However, they did perceive that they were in a position to exploit weaknesses in the 
control system, which could in turn influence the auditor's behaviour. The main control areas 
on which auditees focused were: calibre and experience ofthe individual auditor; time constraints; 
and the audit process (incorporating audit methodology and audit review). 


4.2.1 Calibre of staff 


The calibre and experience of the individual auditor was identified by interviewees as a key 
control area for audit firms. While it was felt that requesting the inclusion of certain staff in 
the audit team could backfire, as ‘obviously we can't be dictating to them who they put in 
their audit and you know we need to be careful that we are not seen to be designing an audit 
team that will give us an easy ride for example' (1), auditees in general perceived that they 
could exploit any weaknesses in this aspect of the auditor's control system. 

Auditees maintained that they had developed an intuition for identifying weaker members of 
the audit team, as some of the auditee staff had considerable experience of "listening to auditors 
for twenty years’ (8) and ‘know all the tricks of the trade’ (2). They would get an ‘immediate feel 
as to the understanding of the people who are doing the audit ... the type of questions that аге 
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coming’ (9). This ability to ‘pick up the radar fairly quickly as to what kind of person they are’ (8) 
and recognise weaker or inexperienced auditors provided the auditee staff with an opportunity to 
influence the audit team: 


If you know that they don’t know very much about what you’re talking about then you’ve got 
an advantage in having a lot of influence ... you might have somebody who really will not let 
go of something but you know, you will know that person, you'll kind of assess quite quickly 
that kind of auditor. So you’ll kind of know, well Pm going to have to try and give this person 
quite a bit in order to satisfy them and they might still come back but you know with someone 
else, ГИ just tell them ... the minimum I need to tell them and they'll probably be happy 
enough with that ... you do find particularly with junior auditors that they are not going to 
be that knowledgeable (S). 


Even ex-auditors who were confident in their ability to influence the audit team were very 
aware of the limitations of their influence where this control was strong and referred to the 
possibility of ‘а bright spark' (2) on the audit team. It was considered that where there was 
*somebody [an auditor] who's capable, who's persistent and who's asking you early, you 
know you've less chance of getting away with it' (7). This interviewee gave an example of 
an instance where there had been a lot of auditee corrections in the accounts for the month 
of May and when the auditee tried to persuade the auditor not to select May, ‘the more he 
insisted on picking May, and he was a particularly pernickety individual, and so I had по 
chance of persuading him at all (7). Gender and nationality of the auditor were mentioned 
by one auditee as impacting on the level of probing. Females and non-nationals were considered 
to have better probing skills. 

Two different problems with the calibre of staff were identified whereby ‘опе, you could have 
weaker [audit staff] or two, practically inexperienced [audit staff]’ (18). The result of either of 
those problems was perceived to be lack of understanding of the business. It was suggested 
that, ‘if you don't have the richness behind it of the client's business, ... it’s easier to maybe 
skirt an issue ... the probing may not be as deep' (14). In addition, auditees were of the view 
that the rationale behind the audit work was not explained to audit juniors and ‘it’s a little bit 
of point and shoot rather than giving them the full picture’ (9). 

In addition to the calibre and experience of the individual, the short length of time the auditors 
were present on site was mentioned as a weakness in the control system impacting on their under- 
standing of the business. One auditee gave an example of a personal instance whereby an auditor 
mistook an inventory item (a fertiliser called *ten ten twenty") for a date and had no idea of the 
value of the fertiliser. 

In general, auditees did not appear to assess the calibre of auditors as being very high, 
although one auditee (who was not an ex-auditor) mentioned how her assessment of auditors 
had improved: 


I've never done auditing myself ... in the beginning when I started dealing with auditors I kind of 
thought, these guys are never going to pick up anything because like they are just so wide of the 
mark and they just seemed to be ticking stuff all the time, whereas now I've come to find that I 
kind of think, yes they do know what they're talking about ... they seem to be able to home in on 
the things that matter obviously and the material ones as well (6). 


The importance of the materiality of the area was supported by other auditees and it was perceived 
that ‘irrespective of the person .. . the key items will still be produced’ (4). Even though intervie- 
wee 6's assessment of auditors in general had improved, she questioned the ability of audit juniors 
to recognise key areas: 
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the audit seniors or the managers seem to let them [juniors] off and say sink or swim . . . I find that a lot 
of juniors who come in have no idea of the business . . . like they come in with these questions and you 
kind of say, *well why are you asking me this; what are you trying to get at' and like they just don't 
know. They just have a question that they've been told to ask you. 


The calibre of staff was thought to influence ‘whether they will accept any hogwash ог 
waether they stick with it and follow it up’ (2). Opinions varied as to the frequency with 
which weak explanations were accepted. In general, ex-auditors felt that it happened more fre- 
quently than did other interviewees who were not ex-auditors, and one ex-auditor maintained 
that, ^within any three individuals who come into the place, you'll always get one that you 
could tell them anything' (2). Other non ex-auditor interviewees mentioned it happening 
*accasionally' (18) and that auditors rarely ‘just accept the first answer you throw at them’ 
(12). Low calibre staff were thought to lack confidence and knowledge, and it was pointed out 
that this could impact on the quality of work, as audit staff feel intimidated by the knowledge 
of the auditee: 


Auditors aren't necessarily confrontational by nature, that's just the breed that are attracted to account- 
ing; now I am not saying everybody but a lot of them can be like that and in some cases they really just 
want to have something for their file ... you know if you just stand your ground for five seconds and it 
goes back to the earlier point about technical knowledge about the industry; if an auditor is coming in 
to you and they are reading something that was picked up last year and they're not really sure of their 
own ground, you know they are going to feel very stupid and very exposed if they go too far down a 
particular line of questioning with a client (8). 


It was thought that auditees could exploit any weaknesses in the calibre and experience of staff 
by their demeanour. Argumentative auditees who have an understanding of the audit process were 
thought to be particularly difficult for auditors to deal with as they had knowledge of both sides of 
the audit relationship: 


You could get a bargie [argumentative] client who'd say ‘you don’t need to worry about that, that’s 
not material, what’s your materiality level, show me that piece of work that you’ve got there, if 
that’s your outlook it’s only 2% of that’ or whatever happens to be, a small total in the overall 
context; it does take a strong enough assured person to stand up and say, well I don’t quite 
follow that (14). 


In situations where auditees were reluctant to devote time to dealing with the auditor and 
adopted a ‘less friendly’ (10) stance, it was also thought to affect the likelihood that audit 
staff would be diligent in their work. In contrast to a ‘less friendly’ stance, one auditee 
referred to a situation where he knew the team members personally, as the audit was 
carried out by a regional office of a Big Four firm in a smaller town. He believed that this 
kad an impact on his ability to influence the audit staff as they were more willing to 
accept his explanations. 

The confidence of the auditee was also mentioned and where auditees were less confident they 
were conscious that auditors may perceive their efforts to influence the auditor as an attempt to 
‘divert them away from something’ (12). However, other auditees were more confident and main- 
tained that, ‘I would normally think that my explanations would be convincing enough so that 
they wouldn’t necessarily know that they were taking a short cut’ (13). These confusing 
signals, where auditees are trying to convince the auditor that they are cooperating but are 
subtly manipulating and discouraging further audit work, are examples of mixed messages in 
the context of auditee defence mechanisms. 
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4.2.2 Time constraints 


Auditees were very conscious of the time pressure under which the audit team work. Auditees 
perceived that they were in a position to influence the level of audit team time pressure 
through auditee-imposed deadlines, the level of preparation by the auditee for the audit and the 
availability of information from the auditee. All interviewees agreed that auditees set deadlines 
that increase the time pressure on auditors. Auditees were perceived to add to the deadline 
pressure and create incentives to engage in quality-threatening behaviour if they were not 
prepared: 


If as a client you are not well prepared, or your accounts are in a bit of a mess, or the records are in a 
mess, that obviously is going to be an incentive for the audit team to take shortcuts to try and get the 
job [audit] done (1). 


Lack of availability of information from the auditees until closer to the end of the audit was 
thought to also add to deadline pressure: 


Another tactic you can use is, well if they don't ask for a date, well look there's four weeks to go, the 
more time that goes along the less time they have to delve into something so fobbing them off that 
way, ‘oh yes I must do that for you I'm really sorry, yes’, you know you can spin them on and 
I've done that as well and it has worked, there's no doubt about that (7). 


However, this was perceived to generally trigger audit management involvement, which would 
increase pressure on the auditee and was not seen as desirable from the auditee's perspective. 
Interviewee 7 stated ‘they do tend to report quickly up the line on these sort of things’. While 
time pressure generally presented opportunities for auditees to influence the audit, it was also 
pointed out that such pressure could result in demands by audit staff for immediate follow up 
of their queries, thereby reducing opportunities to control the availability of information. In situ- 
ations where auditors were prepared not to follow up work as a result of time pressure, it was con- 
sidered ‘a good test actually for them ... if it drops off the end of the page, it obviously wasn't a 
huge show stopper at the end of the day’ (14). The more material areas were considered the ‘show 
stoppers’ and, regardless of time pressure, it was felt that auditors would follow up on the work in 
those areas. In the less material areas, reduced volume of work could lead to opportunities for the 
auditee to influence the level of probing where information is not made available to the auditors 
until the end of the audit. The ability of audit staff under time pressure to assess risk and materi- 
ality was questioned by interviewees and it was thought that ‘it’s really very difficult for an auditor 
in that situation to really have a view you know good, bad, or indifferent on what the real risk 
areas might be. You might find some of them [risks] but you sure aren't going to find them 
all’ (8). 


4.2.3 Audit process 


Perceived weaknesses in the audit methodology and review process used by auditors were 
thought to result in opportunities for auditees to influence audit team behaviour. АП auditees 
were aware that auditors have ‘ап indeterminable number of checklists for various things 
which they go through with us for various aspects of the process’ (1). This box-ticking mentality 
was thought to increase the opportunities to influence auditors as it detracts from understanding 
the business and is ‘kind of mind numbing for the people filling them out’ (1). It was perceived 
that, when auditors received an explanation from the auditee, their attitude was ‘that’s grand, like 
as if the box is ticked, now we томе: (11). 





Accounting and Business Research 345 


Reliance on the prior year was mentioned as an important part of the audit process. Some 
auditees felt that the prior year was followed too closely without taking into account changes 
in the business in the current year and that there was scope for improvement in planning an 
audit. One auditee commented that there were times when all parties were ‘going through the 
motions and where it does kind of lessen respect for the process’ (7). He cited an example 
where auditors ‘recommend that there’s continued focus on this area; we will give continued 
focus to this area, so like we’re all happy now, bye-bye’ (7). While this interviewee had pre- 
viously given personal examples of his success in influencing auditors, he was now blaming 
auditors for not generating valuable output from the auditee’s perspective. His failure to ques- 
tion his role in contributing to auditor output appears to be part of the organisational defence 
mechanisms employed by auditees whereby confusion, cover-up and mixed messages are the 
norm. 

Some changes in the audit process were perceived to have weakened the ability of auditees 
tc exert influence over the auditor. For example, there was some evidence that the change in the 
audit environment following major corporate collapses was perceived to have decreased the 
lixelihood of accepting weak client explanations, as auditors were ‘less likely to accept a 
woolly explanation than they might have been five years ago before we had all the Enrons’ 
(15). The increased demand for documentation on audit files was felt to have limited opportu- 
nities for offering weak client explanations. An example of greater documentation is auditors 
requesting documentation for figures that had remained the same for 20 years. From the audi- 
tee’s perspective, auditors were now demanding more evidence that auditee controls operated as 
intended and the working papers contained greater detail for audit management to review. Inter- 
viewees recognised that these changes in the audit method had implications for their behaviour 
and the importance of minimising the need for audit management attention on their area was 
emphasised: 


[If the review is good] the client will be less likely to give that kind of steer because they certainly 
won’t want to be caught out by the [audit] manager who maybe has been out here four or five 
years and knows what's going on and they'll know that if the [audit] manager isn't happy with it 
here that the financial controller or someone else might find out about it (8). 


Where the review process was effective, it was maintained that the partner knows ‘that doesn't 
sound right or whatever, that's not deep enough, go ask again, that sort of thing, it comes back 
then but sometimes you just get away with it' (11). Linked to the effectiveness of the audit 
review was the frequency of client influence: 


If it was just a one off thing yes, definitely [the client could influence] but if it was something that you 
were trying to do consistently and get away with it from year to year, I would feel that a manager 
review would eventually catch you out (2). 


The rationale behind the audit methodology was perceived to be the allocation of greater time to 
the riskier and more material areas. It was thought that the auditee would have opportunities for 
greater influence over the less material areas, as was noted under the sections on calibre of staff 
end time pressure. This perceived opportunity for influencing behaviour by auditee staff in less 
material areas is consistent with the perspectives of audit partners (Pierce and Sweeney 2005), 
audit seniors (Sweeney and Pierce 2004) and audit juniors (Lee 2002) on opportunities for 
audit staff quality-threatening behaviour in less material areas. Lee (ibid.) maintained that confin- 
ing irregular auditing to less material areas demonstrated a commitment by juniors to the audit 
protocol. This mechanism for managing cost/quality conflict in less material areas appears to 
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form part of the organisational defence mechanisms, whereby an underground management 
system exists for dealing with cost/quality conflict that is not formally sanctioned by the audit 
firm or auditee. 


43 Justifications for influence 


The researchers asked an open-ended question regarding why auditees would seek to influence 
auditor behaviour. A major justification provided by interviewees was a desire by the auditee 
to minimise disruption and time input during the audit; it was considered that this was part of 
human nature rather than deliberate manipulation of behaviour. It was felt that ‘it’s a natural 
client reaction “I want to get it done and get it over with as quickly as possible”, so they will 
try and make life easy’ (9). Influence, as a form of cooperation and auditor assistance, was 
also mentioned and the mutual benefits of this for both parties were emphasised. It was under- 
stood that auditors ‘have to have something to write down’ (15) and that ‘it’s our goal to get a 
clean audit report or as clean as possible’ (13): 


I would ask them ‘Would you like me to select a sample for you which I can do in advance of your 
visit so they are here for you?’ Now most of the time they would say yes they would, they would take a 
sample but they would add a sort of rider with that one that well if they weren’t happy with that sample 
they’d request the right to go back and have another sample taken; which would be fine I suppose; I 
am just trying to increase the efficiency of it (14). 


Auditees emphasised the common objectives that they shared with auditors in completing an 
efficient audit. It appeared that, even though there were no formal rules governing their inter- 
action, underground management mechanisms had developed between auditor and auditee that 
were well understood by auditees: 


Somebody [member of auditee staff] comes and says ‘ah you know that’ll be very difficult; let me tell 
you now we’re going to get through this business before you go’ and the client will actually push them 
to a different direction (9). 


Argyris (1990b) referred to an employee who maintains that he or she is just trying to be helpful 
when in actual fact he or she has an alternative agenda, as an example of a defence mechanism. 
Auditees maintain that they are just trying to increase efficiency but are likely to also have an 
alternative agenda of avoiding embarrassment or threat by ensuring a trouble-free sample is 
selected. Auditee cooperation was thought to be particularly needed in dealing with legal docu- 
ments. During the audit review process: 


The senior would come back down with their review comments and sit with me and we would go 
through the file and decipher what the manager was looking for after it had been reviewed (10). 
You have a flurry of activity, you then get into a review process within the firm, of which they 
[audit management] say, ‘go off and find out a bit more about these or maybe challenge the idea 
here’, and the challenge turns into a question [to the client], which is ‘can you give us some back- 
up, I [audit trainee] just want to get rid of this point’ (9). 


Interviewees maintained that auditees would not exert influence ‘to the overall detriment of 
the quality of the audit’ (13) and that this was not a motive for the influence: 


I mean, we tend not to be fobbing people off on, say very critical things, that are very material and so 
on but there might be things that you don’t want to open a can of worms for . . . ГИ sort this out but the 
last thing I need now is five management letter points . . . so certainly there would be people that you'd 
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know you’d get away with more but generally speaking if something is material the chances are they 
will stumble over it. ... To a degree, a sort of a bond does form where, look, we have a mutual interest 
between us. Look, you don’t squeal on me and I'll look after you, sort of thing. ... There are some 
people that you will have a greater empathy with and where maybe at an earlier stage you have 
developed a good relationship with them and where they trust you and you’re happy, particularly 
in a case where you’ve nothing to hide anyway so when it’s that, you’re only interested in 
working your way through it (7). 


In an examination of auditor independence, Moore et al. (2006) maintained that, ‘the majority 
of professionals are unaware of the gradual accumulation of pressures on them to slant their con- 
clusions — a process we characterise as moral seduction’ (p. 11). They argued that conflicts of 
incerest ‘can occur without any conscious intention to indulge in corruption’ (p. 16), and 
suggested that ‘many behaviours in the realm of conflicts of interest begin as minor questionable 
calls that sometimes escalate into violations of ethical standards and the law’ (p. 17). Moore et al. 
predicted that individuals will engage in actions whose appropriateness is ambiguous before they 
engage in unethical actions, as this is easier to justify to oneself, and suggested that accountability 
demands will encourage the selective generation of justifications for actions taken. Hence, unethi- 
СЕ] actions are more likely to occur when individuals can rationalise the behaviour to themselves 
as being moral. These findings suggest that auditee staff rationalise their behaviour as being 
helpful and ignore the quality-threatening aspect of their behaviour. 

The similarity between the views expressed by auditees in this study and the perspectives of 
adit seniors reported in earlier research is striking. For example, in the context of the audit 
exvironment, Pierce and Sweeney (2006) reported that audit seniors rationalised their dysfunc- 
tional behaviour by asserting that they would only cut corners in areas of the audit which they 
themselves deemed immaterial, without checking with a higher authority regarding materiality. 
Auditee staff who participated in the current study used almost identical logic. The contradictory 
nature of this statement lies in the fact that auditee staff would not normally have knowledge of 
audit materiality levels, and this was confirmed by some of the participants in this study. Never- 
theless, it was perceived that auditees were prepared to make their selection of those areas where 
they would seek to influence the auditor, based on their own assumptions regarding materiality. 
Although their actions were not based on solid information, their stated intention was similar to 
those of audit seniors revealed in earlier studies, that is, to cut corners in the conduct of the audit 
without running the risk of missing material items. In so doing, they were demonstrating clear 
characteristics of organisational defence mechanisms operating across organisational boundaries. 

It was pointed out by interviewees that it is in both parties’ interests to get through the work 
and that there was a certain level of understanding with auditors whereby ‘we are all, not buddies, 
but at least, we are not going to show each other up in any manner. We are not going to cause them 
trouble and they are not really going to cause us too much trouble either’ (2). Cooperation 
between auditor and auditee was considered beneficial for both parties and could improve the 
audit working papers. In general, audit staff were perceived as being very fair and considerate, 
and ‘they don’t want to put undue pressure on people for something that at the end of the day 
will not even either prove or disprove something’ (3). This suggests the development of a 
common identity (Moore et al. 2006) between auditee and auditor staff and an implicit under- 
standing of mutual pressures that did not appear to be openly discussed. This development of 
a common identity is likely to pose a threat to auditor independence, because maintaining 
“emotional distance’ (Gendron et al. 2006) may become problematic for individuals who identify 
with each other. As Rennie et al. (2010) pointed out, demonstration of concern has been found to 
be an antecedent of trust. They found that demonstration of concern by an auditee for an auditor 
during a disagreement had a positive impact on trust. While our study does not specifically deal 
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with disagreements, demonstration of concern by the auditee for the difficulties experienced by 
the auditor in conducting his or her work is likely to increase the trust of the auditor in the auditee. 

However, the interests of these parties were not always aligned and auditees did not appear 
unduly concerned regarding a possible adverse impact of their influence over audit work. They 
considered that they had completed all necessary work for their purposes and they did not 
have any obligation to consider if this work was sufficient for the auditors: 


You don’t want to fob them off but at the same time you are trying to get through this process ... 
because as far as you're concerned you've done enough analysis for whatever you need ... in 
terms of influence, yes I think you can, you know you place the burden on them to make sure that 
they know or find enough out in order to understand the issues involved (5). 


This suggests that auditor and auditee staff demonstrated mutually supportive behaviour in striv- 
ing to meet common objectives. The supportive behaviour did not however extend to addressing 
auditor objectives that were not shared by the auditee. Auditee staff appeared to give mixed 
signals to the auditor, in that they offered support with an expected payback of supportive 
auditor behaviour but at the same time they accepted no responsibility for potential adverse 
impacts of the supportive behaviour on the audit team's work. 


5. Discussion 


The study provides insights into a number of important areas, including the operation of inter- 
organisational defence mechanisms, the identification of auditee-related variables impacting on 
the effectiveness of the auditor's control system, and the benefits for both auditee and auditor 
Staff members resulting from inter-organisational defence mechanisms. 


5.1 Inter-organisational defence mechanisms 


The findings help illustrate the complexity ofthe relationship between the auditor and auditee, and 
the subtleties of the distinction between auditee cooperation and auditee influence. The audit team 
and auditee staff share a common purpose of completing the audit in a timely fashion and avoid- 
ing any embarrassment or threat for all parties involved. However, objectives also diverge and 
auditee staff are not concerned with whether the audit team have completed sufficient audit 
work to form an audit opinion. It would be expected that the audit team would not be overly con- 
cerned regarding avoidance of trouble or bother for the auditee. Auditee staff and the audit team 
recognise the need for subtle signals to assess the alignment of common objectives. 

In meeting auditee objectives that are divergent from auditor objectives, perceived weak- 
nesses in the control systems and the auditee's ability to influence the control system were con- 
sidered important. As a result of weakness in the calibre and experience of the audit team, auditee 
personnel in general perceived themselves as the more powerful party in the relationship with the 
audit team. They felt they could ‘pick up the radar fairly quickly’ (8) as to the type of auditor with 
whom they are dealing. They perceived that auditees had considerable scope to influence the audi- 
tors. In general, it was felt that individual auditors lack confidence and knowledge of the business. 
However, auditees recognised that they can get caught out by a ‘bright spark’ (2), which can cause 
embarrassment for the auditee staff. Auditees were very aware of the audit review process and, in 
making their assessment of opportunities to employ defence mechanisms, they weigh up the per- 
ceived effectiveness of the auditor’s quality control system. The impact of changes in the control 
system on the auditee’s ability to influence audit staff was also recognised by interviewees, an 
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example of which is the decreased opportunity to offer weak explanations to audit staff following 
the increases in audit file documentation. 

The auditee presents the individual auditor with a method of coping with cost/quality conflict 
by accepting auditee ‘help’. Consistent with audit seniors’ views reported by Sweeney and Pierce 
(2004), there is evidence that the auditee participates in the gaming behaviour (quality-threatening 
behaviour) by influencing the auditor’s testing through timing of delivery of information, level of 
preparation for the audit, availability of auditee-prepared schedules, their own approachability 
ard their influence on time pressure. The relationship between the member of auditee staff and 
the auditor is influenced by the auditee’s assessment of the auditor’s skill, personality and judge- 
ment, and the auditee’s knowledge of the audit process. In this context, the background of the 
auditee staff member is also important, specifically whether or not they are an ex-auditor. This 
is consistent with previous research on auditor—auditee negotiations (Bame-Aldred and Kida 
2007) and audit seniors’ perspectives of quality-threatening behaviour (Pierce and Sweeney 
2006). Although Francis (2004) referred to the greater risk of deception by auditee staff who 
are accounting firm alumni, evidence from this study suggests that the degree of influence 
exerted by the auditee is associated with whether the individual auditee staff member is an ex- 
auditor, rather than specifically an alumnus. of the specific audit firm of that auditee company. 

The auditee plays on the perceived weaknesses in the auditor’s control systems, where it is 

erceived that inexperienced auditors lacking a deep understanding of the auditee’s business 
and, without direct supervision, complete an audit programme (‘mind-numbing checklists’) 
under severe time pressure. The game playing engaged in by auditee staff can be seen as an organ- 
isational defence mechanism (Argyris 1990a, 1990b). The findings from this study provide the 
first empirical evidence of defence mechanisms that operate across organisational boundaries. 
The game-playing behaviour of auditee and auditor staff appears to have become accepted by 
both parties to avoid embarrassment and threat. The logic used by auditees to justify the game 
playing is contrary to productive reasoning, being based on bypass, confusion and mixed mess- 
ages. Consistent with Argyris’s characterisation of organisational defence mechanisms, the game- 
playing behaviour appears difficult to challenge as it is subtle and does not appear to be openly 
discussed. 


5.2 Gaming gains 


Engaging in organisational defence mechanisms to influence auditors and to bypass and cover up 
shortcomings in audit work has advantages for both auditee and auditor. From the auditor’s per- 
spective, accepting ‘suggestions’ put forward by auditee staff helps alleviate time pressure, 
mereases the efficiency of testing and allows the auditee to ‘put things the right way’ (7), 
thereby reducing the likelihood of misinterpretation and time wasting on the part of the auditors. 
When auditors are directed to an area where the auditee staff would like them to focus, this helps 
satisfy the auditor’s search for recommendations to include in the annual management letter and 
ensures they ‘have something to write down’ (15). Defence mechanisms are likely to be more 
advantageous for the auditee and the auditor where the auditor is of low calibre or less experi- 
enced and is thus likely to be more accepting of ‘assistance’. From the auditee’s perspective, 
advantages include the ability to direct the auditor away from awkward and troublesome areas, 
use of the auditors ‘as a stick’ (7) to enforce or legitimise actions in other areas, reduced time 
input required from the auditee, and reduced likelihood that they will be embarrassed or threa- 
tened by any potential shortcomings in their own work. The nature of the gains therefore can 
vary from saving the auditee from unnecessary time input to covering up substandard work by 
the auditee. 
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Previous research has pointed to a compromise in auditor independence when a common 
identity is developed between auditor and auditee (Moore et al. 2006) and the ease with which 
group identity in general can be established, leading towards favouritism towards fellow group 
members (Tajfel and Turner 1986). Both parties are aware of the risk of detection through the 
auditor’s formal control system but clearly develop a high level of confidence that their 
common identity will successfully exploit weaknesses in the formal system, deliver gaming 
gains and remain undetected. Central to this common identity is a high level of trust that the 
illicit behaviour will not be disclosed to other parties, either within or beyond auditor and 
auditee organisations. It is particularly notable that this level of trust is established, despite the 
fact that direct auditor—auditee interaction is limited to a relatively short time period and also 
that, although continuity is maintained in membership of the audit team, there is usually some 
element of staff turnover. This is consistent with the idea of organisational defence mechanisms 
as these mechanisms operate independent of changes in individuals in the organisation (Argyris 
1990b). With the relatively rare exception of when the audit team includes a ‘particularly pernick- 
ety individual’ (7), the general consensus was that the majority of the auditors do not want to put 
‘undue pressure’ (3) on auditees and are in agreement regarding appropriate behaviour. Individ- 
uals can become deadened to the ethical implications of their actions through moral seduction 
(Moore et al. 2006) and fail to question the appropriateness of their common identity. 


6. Conclusion 


The findings in this study have a number of implications for society, audit firms and researchers. 
Implications for society are linked to differing perspectives on the importance of audit fieldwork 
in contributing to the objectives of independent audit. Power (1999) referred to an audit explosion 
in recent years, as a result of which we have moved ‘towards a society that trusts nothing and 
audits everything’ (Pentland 2000, p. 307). However, the ‘deep epistemological obscurity’ 
(Power 1999, p. 28) of auditing that increases the difficulty of monitoring auditors suggests 
that society has no option but to trust auditors at some level regardless of the number of layers 
of regulation and monitoring imposed on auditors. Given that audit juniors and seniors 
perform the majority of the audit fieldwork, the findings in this study raise issues regarding the 
credibility of the audit process and question the extent to which society is placing its trust in inex- 
perienced auditors who are under extreme time pressure to complete detailed checklists and who 
have only a superficial understanding of the business of the auditee. If, however, fieldwork is 
deemed relatively unimportant in forming an audit opinion, these findings are less significant. 
For example, Fischer’s (1996) study pointed to evidence that two audits may be conducted by 
audit firms (one by the audit staff, which is concerned with complying with rules, and one by 
the partners and managers, which focuses on the risk areas and is where audit assurance is 
obtained). If this ‘double auditing’ occurs, weaknesses in one of the audits are less of a concern. 

The findings also raise issues regarding the structure of audit firms and skills of audit team 
members. The current hierarchical structure of the firms relies on assigning structured work to 
inexperienced staff to achieve above-average profits (Morris and Empson 1998). The study pro- 
vides further evidence of difficulties associated with this hierarchical structure in the adoption of 
new audit methodologies involving greater judgement and ambiguity, such as the business risk 
audit (Curtis and Turley 2007), and on relying on inexperienced auditors to audit the work of 
more experienced auditees (Gendron and Spira 2009). Consistent with Gendron and Spira, the 
findings also suggest further problems arising from the asymmetry in knowledge between the 
auditee and the auditor, whereby auditees ‘know all the tricks of the trade’ (2). The expectations 
set by society for audit firms and what society is willing to pay for assurance are important issues 
in debates on the future of auditing. 
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A number of perceived deficiencies in the skills of audit team members were revealed, such 
as: lack of probing skills; difficulty in interacting with the auditee as a result of lack of confidence; 
inability to confront the auditee; and difficulty in balancing auditee cooperation with the need to 
remain objective. The Audit and Assurance Faculty (2002) pointed to the need for auditors to both 
remain objective and achieve cooperation from auditee staff. The findings suggest that auditee 
staff perceive that many auditors are primarily concerned with cooperation in order to ‘get 
through this process’ (5). The Audit and Assurance Faculty (ibid.) noted strength of character 
in dealing with challenging and confrontational situations as an important auditor trait but 
these findings revealed perceptions of major deficiencies in this area. Previous research suggests 
that various dimensions of interaction with auditees are emphasised in training courses, such as 
dress code, promptness and keenness (Anderson-Gough et al. 2005). However, the findings in this 
study indicate that other dimensions of auditee interaction may not receive adequate attention and 
more effective forms of training for the audit team, possibly involving role play, are needed. The 
FRC (2006) pointed out that the qualities of perseverance and robustness are important for audit 
staff when confronted with persuasion and possibly intimidation on the part of auditee manage- 
ment, and that these qualities can be inculcated and enhanced through effective mentoring by 
experienced partners and staff. These measures, however, do not address the more fundamental 
issue of the appropriateness of relying on inexperienced auditors to deal with increasingly 
complex transactions (Gendron and Spira 2010). 

The strategic reasoning literature suggests that auditors can reduce the risk of fraud by antici- 
pating auditee behaviour and incorporating this into audit testing (Wilks and Zimbelman 2004). 
However, evidence in this study suggests that auditees may have motives and opportunities to 
conceal information and engage in organisational defence mechanisms that are unrelated to 
any fraudulent activity. As auditees pointed out, it is a natural human reaction on the part of audi- 
tees to seek to minimise the effort they put into the audit. Defence mechanisms appear to be 
employed by auditees to deal with the conflict they face when seeking valuable output from 
the audit but at the same time minimising their input of time. Previous research suggests that 
auditee staff (especially those with long experience) perceive auditor control procedures and be- 
kaviour to be predictable (Hellman 2006). Where auditees prepare schedules for auditors in 
advance, the danger exists that auditors can be steered in a particular direction, depending on 
the presentation of information in the schedules, and that auditors may over-rely on the auditee's 
Work. Previous research indicates that the nature of audit testing does not vary from year to year 
(Wilks and Zimbelman 2004). The findings in this study suggest that audit firms may need to con- 
sider ways of making their audit testing less predictable, in order to help maintain an appropriate 
balance between auditee cooperation and auditee influence. 

The value of qualitative research in offering rewarding insights into the audit practice arena is 
being increasingly recognised (e.g. Humphrey 2008). This study demonstrates its valuable con- 
tribution in the under-explored area of auditee—audit team interactions. There is considerable 
potential for further qualitative research in this area to go beyond the exploratory nature of this 
study and examine concepts such as inter-organisational defence mechanisms and auditee 
defence mechanisms in greater depth. The findings show that the interactions between the 
auditee and auditor can be positive and negative for both auditee and auditor and go well 
beyond the previous associations in the literature with quality reductions. Research in this area 
offers opportunities for a greater understanding of the practice of auditing that has been called 
for in the literature (e.g. Humphrey 2008). Other opportunities for research on broader issues 
related to this study, such as the relationship between audit partners and auditees and the conse- 
quences of audit firms' structure, offer potential insights into additional aspects of audit practice. 

Further research examining data from other countries and a more homogeneous sample of audi- 
tees, for example those from one particular industry or those audited by one particular Big Four 
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firm, may provide scope for more in-depth investigation of auditee influence. Audit quality research 
has suggested that differences in audit quality exist (Francis 2004), and there is evidence of higher 
audit fees and higher earnings when the auditor is an industry leader, implying higher audit quality. 

In addition, the impact of changes in audit methodologies and levels of documentation on 
opportunities for auditee influence merit further investigation. Given the movement by audit 
firms to more risk-based audit methodologies such as the business risk audit (Curtis and 
Turley 2007, Robson et al. 2007), it would be expected that the usage of detailed checklists 
would have declined (although use of business risk audits may have declined since those 
studies). Further research is needed to examine the degree of structure in audit work at lower 
levels in the firms and the implications of the audit method for opportunistic behaviour by 
audit and auditee staff. A further potentially important variable is the extent of documentation 
of audit testing in working papers. Although a reduction in audit documentation arising from liti- 
gation concerns has been noted in the literature (Barrett et al. 2005), the findings in this study 
suggest that audit firms now require increased audit documentation in many areas of the audit 
and that this was perceived to limit the opportunities for auditees to influence auditors. The appro- 
priate level of auditor scepticism was questioned by the APB (2010) in its discussion paper, and 
further research is needed on the likely impact of an increased level of scepticism on auditee influ- 
ence and auditee cooperation. 

Future quantitative research examining a more expanded model of quality-threatening behav- 
iour in light of the variables identified in this study is also warranted. Auditee influence over dead- 
lines and over availability of information for auditors have been identified in prior research as 
antecedents to auditor time pressure (Sweeney and Pierce 2004), and this is supported by the find- 
ings in this study. In addition, this research has shown that, not only can auditees affect the nature 
and level of quality-threatening behaviour by influencing time pressure, they can also directly 
influence this behaviour by their levels of persuasiveness and approachability. These variables 
could be considered antecedents to quality-threatening behaviour and also moderators in the 
relationship between time pressure and such behaviour. The auditee’s levels of persuasiveness 
and approachability are partly determined by the auditee’s assessment of the auditor’s personality, 
skill and judgement, the perceived effectiveness of the review procedure, the audit methodology 
and the previous experience of the auditee as an auditor. Other moderator variables in the relation- 
ship between time pressure and quality-threatening behaviour identified in this study include the 
materiality of the audit area and the auditor’s assessment of the auditee. The impact of many of the 
variables identified in the study, such as previous experience of the auditee’s staff, has not been 
previously examined. 

Finally, the consequences of auditee influence on auditor behaviour for auditees, audit firms 
and society merit attention. Auditee staff maintained that auditees would not exert influence on 
material audit areas, although they were not explicitly aware of materiality levels. Auditees per- 
ceived that the audit firm’s control system was designed to ensure that the influence of the auditee 
is minimised in high risk areas. Previous research on auditor quality-threatening behaviour 
suggests a number of potential consequences of quality-threatening behaviour but no evidence 
of a direct link with actual consequences has been reported. Further research is now needed to 
examine the perceived and actual role of the auditor in enhancing the credibility of financial 
reporting and to examine the consequences of auditee influence on auditor behaviour. 
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Appendix 1. Details of interviewees 
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Previous experience as Number of years since 





Interviewee 
Company number Title of interviewee auditor 
Company 1 1 Group financial Yes, Big Four firm (not 
Manufacturing controller current auditors) 
2 Divisional financial Yes, Big Four firm (not 
controller current auditors) 
3 Divisional financial No 
accountant 
4 Divisional finance No 
manager 
Company 2 5 Divisional financial No 
Service accountant 
6 Divisional financial No 
controller 
7 Group financial Yes, Big Four firm (not 
accountant current auditors) 
8 Divisional financial Yes, Big Four firm (same 
controller firm as current auditors) 
Company 3 9 Divisional head of Yes, Big Four firm (same 
Service finance firm as current auditors) 
Company 4 10 Group financial Yes, Big Four firm (not 
Manufacturing accountant current auditors) 
Company 5 11 Divisional financial Yes, Non Big Four firm 
Manufacturing controller (not current auditors} 
12 Group payroll No 
manager 
13 Group accounts Yes, Non Big Four firm 
receivable (not current auditors) 
manager 
Company 6 14 Divisional financial Yes, Big Four firm (same 
Manufacturing accountant firm as current auditors) 
15 Group head of Yes, non-Big Four firm 
financial control (not current auditors) 
Company 7 Service 16 Group head of No 
internal audit 
17 Group head of No 
finance 
18 Divisional financial No 





accountant 


worked as an auditor 


>10 years 
>10 years 
N/A 
N/A 
N/A 
N/A 
>10 years 
<5 years 
>10 years 
<5 years 
>10 years 
N/A 


>10 years 


5—10 years 
5—10 years 
N/A 
N/A 


N/A 
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Appendix 2. Extract from client interview schedule 


1. What level of influence do you as a client have over audit team controls in general? 
Potential probes 
Have you any influence over members of the audit teem selected for the audit? 
Do you give feedback to the audit management on the performance of the audit team? 
Have you any influence over the composition of audit management on the audit? 
Have members of an audit team been replaced at any time during an audit? If so, why? 
Have you any influence on the nature/extent of audit work performed? 


2. To what extent do you feel that the audit team are under time pressure when performing audit work in 
the field? 
Potential probes 
What has contributed to your impression of the level of time pressure? 
How does time pressure manifest itself? What evidence is there of time pressure? 


3. What is the cause of this time pressure? 
Potential probes 

Are clients aware of the time budget under which auditors are operating? 

What is the relationship between the audit fee and the time budget? To what extent is the relation- 
ship between the audit fee and the level of audit work discussed? 

Has the audit fee varied significantly in the last few years? 

Is there usually a time deadline for the audit fieldwork? If so, what factors influence the time 
deadline? 


4. What influence has the client over the level of time pressure that audit teams are under? 
Potential probes 
Pressure on the audit fee? 
Pressure on the length of time auditors are in the field? 
Delivery of documentation to auditors? 
Timing of audit work? 


5. To what extent are you aware of ways in which members of the audit team could take unapproved 
short cuts in the performance of their work? 
Potential probes 
Would these short cuts be visible to the client? 
Would auditors be more likely to take short cuts in particular areas of the audit? 


6. What influence could audit clients have over the level of unapproved short cuts taken by the audit 
team? 
Potential probes 
Opportunities for influence? 
Client-imposed deadline? | 
Difficulty in obtaining information from the client? 
Inclination to readily accept client explanations? 
What factors impact on opportunities for influence? 
Why would clients wish to influence auditor behaviour? 
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References to ‘customers’ have become commonplace in the policy discourses within UK. 
government and other public sector bodies. It is a working assumption of UK public sector 
management that the concept of the ‘customer’ can be applied to any public sector service 
agency or department; and this paper analyses how the UK government’s revenue 
department, formerly titled the Inland Revenue (IR), re-characterised firstly taxpayers and 
latterly tax claimants as ‘customers’, rather than ‘users’, of IR services. This paper identifies 
some problems, dilemmas and ambiguities associated with this reconceptualisation in the 
context of an organisation that is predominantly a regulating department. Far from being 
merely a reclassification of the taxpayer as customer, the emerging discourse and associated 
practices of the IR were in part embedded in organisational change, including the merger 
with HM Customs and Excise to form the present-day HMRC. Thus this case analysis 
illustrates the limits of consumerism as a strategic tool of a government revenue department 
and raises wider questions for public management. 


Keywords: customer; taxation; ‘accountingization’; public sector; consumer; tax 
administration 


1. Introduction 


I am convinced that by ... focusing on the customer, the departments can make a step change in 
performance and efficiency (Brown 2004, p. 1). 


Revenue departments of central government in the UK have been subject to considerable 
change over the last few years. For many years there were two separate departments. The 
Inland Revenue (IR) dealt with direct taxes while, separately, Her Majesty's Customs and 
Excise (HMCE) dealt with indirect taxes. In March 2004, the O'Donnell report (Cm 6163 
2004) recommended the creation of a single integrated department, to be named HM 
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Revenue and Customs (HMRC). HMRC was formed on 18 April 2005.2 Our investigation 
relates to IR but our findings and conclusions have continuing relevance to HMRC. 

One salient rationale for the O’Donnell recommendation was that there would be improve- 
ments in customer service (Cm 6163 2004, p. 7). In common parlance the term ‘customer’ 
refers to a person who purchases goods and services. Since the late 1980s, the term ‘customer’ 
has been applied to a number of public services (Clarke et al. 2007), and this includes those 
services concerned with taxpayers, as part of initiatives intended to improve service delivery 
and improve taxpayers' satisfaction with their treatment. An indication of this use of the 
language of marketing is seen in the reference by the O'Donnell report to the IR's *brand' 
(Cm 6163 2004, p. 28). This has been replicated in other jurisdictions where the taxpayer is 
regarded as a client or customer (p. 40) and would seem to be part of a wider reconfiguring 
of the relationship between government and the citizen or subject (Clarke et al. 2007). The 
*customer view' is regarded as best practice for tax administrations by the International Mon- 
etary Fund (IMF) and the Organisation for Economic Co-operation and Development (OECD) 
(Cm 6163 2004, p. 72). 

This paper analyses how, in UK tax administration, customer discourse became a prominent 
part of IR narrative, and examines why introducing the concept of the customer might have been 
problematic. The contribution of this paper is to illustrate how the customer discourse has 
become more than just a mere substitution of words and has also resulted in new practices 
being introduced across the range of IR services, including customer satisfaction targets and 
customer surveys. The contribution of the paper is also to show that this is an extension of 
the process of 'accountingization' (Power and Laughlin 1992) — that is, the way in which 
New Public Management (NPM) and New Public Financial Management (NPFM) are 
brought in to new ways of doing accounting (see Power and Laughlin 1992, p. 127). In this 
sense, 'accountingization' within the public sector has re-configured the focus of public 
sector activities in which accounting has colonised and ‘eclipse[d] broader questions of account- 
ability' (p. 133), so that a focus on concepts (such as the customer) that can be accounted for are 
а proxy for an assessment of the activities of the IR irrespective of whether the concepts are 
suitably defined and appropriate for the purpose. Although this paper focuses on the IR in 
the 1990s and 2000s prior to the merger of IR and HMCE to form HMRC, the concept of 
the taxpayer as a customer has continued and been further developed within the merged depart- 
ment (Cm 7107 2007). 

We have traced the pattern of customer and marketing discourse by using official IR 
documents, such as annual reports, and other IR texts available in the public arena, including 
speeches made by senior IR officials. We have also drawn on six semi-structured interviews, 
each lasting one hour, jointly conducted by two of the authors in late 2001 with senior IR 
officials. Owing to the sensitivity of interviewing IR officials at the time, it was not possible 
to record the interviews. However, detailed notes were taken, which were written up directly 
after the interview and were checked by both interviewers. These interviews have been 
supplemented by interviews carried out by one of the authors with IR officials and ОК 
company tax managers in 2002/03 (Tuck 2007) and conversations with HMRC officials 
in 2010. The interviews are referred to in the text by organisation, position, reference and 
year. | 

In section 2 we examine NPM, the public sector customer and the impact of NPM on the IR. 
Section 3 discusses the beginnings of the ‘customer’ concept and how this concept has been 
extended. Section 4 looks at the emergence of the ‘customer service’ concept. In section 5 we 
discuss the problems, ambiguity and controversy of the ‘customer service’ concept. Section 6 
concludes by discussing the effect and consequences of the consumerism of the IR as a strategic 
tool of a regulating department. 
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2. The impact of New Public Management 
2.1 NPM and the public sector customer 


The core of NPM (Osborne and Gaebler 1992, Hood 1995) is to apply management ideas and 
practices which have their origins in the private sector, on the grounds that there are few differ- 
ences between the private and public sectors, and to shift the emphasis from ‘process accountabil- 
ity towards a greater element of accountability in terms of result' (Hood 1995, p. 94). Within the 
UK civil service, the emergence of NPM led to ‘management by accounting’, in that accounting 
became a key aspect of the organisation and was a key factor and constituent of proposed and 
actual changes (McSweeney 1994). Taking a more ‘accounting and financial’ view of public 
organisations was part of NPM itself. Management is carried out through performance manage- 
ment measures, such as Public Service Agreements (PSAs), which are predominantly financial. 
PSAs with measurable targets were introduced following on from the 1998 White Paper (Cm 
4181 1998) and its supplement (Cm 4315 1999). The relationship with government is now as 
an accounting entity, i.e. ‘accountingization’: one in which activity is measured by accounting 
targets and not just how well the rules and norms of a bureaucratic entity are applied (Power 
and Laughlin 1992). 

NPM focuses on private sector management practices (Hood 1995), including marketing and 
strategic practices. In the UK, NPM was used to move public sector mindsets away from the pro- 
cesses of the service providers themselves to a focus on the use and the users of the services pro- 
vided (Le Grand 2006, Clarke et al. 2007). The use of the term ‘customer’ has been promoted by 
government ministers and senior managers, and has been extended to the public sector with the 
intention of improving service to the users of public services (Needham 2006, Clarke et al. 2007). 

Within the private sector, the customer creates the demand for the supply and choice of goods 
and services. The public sector differs in that, whereas the customer consumes the services deliv- 
ered by the government, the choice of what services are delivered is a matter for citizens and their 
elected representatives (Alford 2002). In the private sector, customers exchange their money 
directly for goods and services. However, in a public sector context, the exchange is more indirect 
in that beneficiaries mostly do not pay money to receive the service. Alford argues that, although 
these customers do not pay money directly, they pay for the services in ways that assist the organ- 
isation, such as ‘information compliance, co-operation or productive effort’ (p. 5); it is in fact a 
social exchange. There are concerns on the part of public administration scholars that customer- 
focused reform of government raises paradoxes in application, not least because the concept of 
*customer' is poorly developed and that its use is likely to exacerbate political inequalities 
(Kettl 1994, Fountain 2001). This concern is acute in settings such as government tax and 
finance departments because the concept of taxpayers being regarded as customers of the tax offi- 
cers who calculate their tax liability seems initially inappropriate. Taxpayers do not have a choice 
as to the amount of tax to pay or to whom they pay tax; neither is there an appreciation of the 
service supplied to a taxpayer. There has been widespread adoption of ‘customer service’ 
approaches to service delivery not only by the UK IR but also by other tax administrations 
(Coleman and Freeman 1994, 1997, Cm 6163 2004, p. 40). Aberbach and Christensen (2007), 
when examining Norway and the US, argue that there are three reasons why tax administrations 
have become more consumer orientated. First, they argue that tax administrations need to adapt as 
they do not address changing internal and external needs and demands. Second, they argue that, 
by focusing on taxpayers' needs, the tax administration will improve in both efficiency and 
quality of service. Third, they perceive that, with more information, insight and attention, tax- 
payers will ‘comply’ better in terms of both amount paid and timeliness of the payments, 
thereby saving resources (although one might note that this last reason does not require the 
concept of a customer as such, but could happen in producer-led organisations too). 
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From research in the area of responsive regulation theory, Ayers and Braithwaite (1992) suggest 
that the customer service approach is part of an increasingly popular alternative to compliance 
management that does not rely so much on punishment (Braithwaite and Braithwaite 2001, 
Murphy 2004, Braithwaite 2007) as on encouraging voluntary compliance. Consequently, differ- 
ent degrees of regulation should apply to different strata of the regulated population (Ayers and 
Braithwaite 1992). Alford and Speed (2006, p. 319) argue that a customer-focused approach, akin 
to a private sector focus, is appropriate for public sector bodies, provided that, in the case of regu- 
latory entities, *this occurs within the space defined by application of compulsion'. In a defined 
space regulators can treat their users as customers. However, Ezzamel (1994, p. 273) argues: 
‘once the market “ethos” has been set in motion within the organization, the asymmetry 
between external and internal customers redefines and reconstitutes organizational practices 
and relationships.’ Thus, rebranding the citizen as a customer may alter the relationship 
between the state and the users of those services. 


2.2 New Public Management and the Inland Revenue 


Prior to the NPM public sector reform, the IR was an inward-focused organisation. In this stage, 
the IR was mainly focused on internal ‘operational’ activities within the organisation of planning 
and implementing the collection of tax from various taxpayers and paying over that tax to the 
government (Modell et а!. 2007). Its internal actors had to manage these operations according 
to rules and norms generated from within the IR. Therefore an internal discourse predominated 
in managerial or civil servant language, as illustrated by Figure 1. 

At the initial stage of public sector reform during the 1980s, the IR still had to сату out its 
operations and management according to bureaucratic rules. The IR was, and its successor 
HMRC remains, accountable to government ministers for its management of tax yield and of 
resources made available for tax administration. As Ezzamel (1994, p. 275) notes, ‘the very 
notion of quality is curiously reduced to measures of quantity’. For example, tax collection is 
accounted for by type of taxpayer, e.g. large businesses, rather than the tax collected being 
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Figure 1. IR before public sector reform. 
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analysed by the type of tax, such as Income Tax or Corporation Tax. Classification of tax revenues 
by type of taxpayers was not previously measured and consequently not previously judged. 

Compared with other public services, another particular distinguishing feature of the ways in 
which the IR adapted NPM characteristics was the focus on the ‘customer’ or ‘consumer’ rather 
than ‘taxpayer’ or ‘citizen’. A ‘customer’ of services supplied in a competitive environment may 
well have different expectations and needs from an IR ‘customer’ who has only one taxing organ- 
isation to deal with. Even in these circumstances of natural monopoly, operationalising the notion 
of the IR ‘customer’ may involve more than embedding levels of service discourse and measures 
throughout the organisation (Ogden 1997). In the next section, we look at how the customer 
concept was introduced into the IR. 


3. Beginnings of the Inland Revenue ‘customer’ concept 


In the late 1980s and early 1990s UK governments increasingly advocated public sector reform, 
which involved the creation of arms’ length executive agencies allegedly with more local auton- 
omy and accountability; adoption of ‘charters’ to make explicit customer service standards; and 
adoption of new practices to improve performance and cut costs. Ogden (1997, p. 536) notes that: 


The concept of the ‘customer’ was central to the rationales which informed ways of thinking about 
an ‘enterprise culture’... . [It] has come to serve as a paradigm which has been used both to legitimate 
the government’s preference for market-based provision of goods and services, and to question and 
re-evaluate the capacity of the State and more particularly public sector professionals to judge and 
define what people require or need in the name of their well-being. 


Case studies undertaken by PricewaterhouseCoopers (PwC 2000a, 2000b), reporting on IR man- 
agement, locate the first occurrences of ‘customer focus’ and ‘customer awareness’ in a 1989 
initiative by the IR entitled Quality Service through People. The IR explained (IR 2002, 
Section 2.1): Ву the early 1990s we realised that ... we needed to provide much better customer 
service — reflecting higher public and government expectations.’ A major change programme for 
the IR was launched in 1992. It sought improvements in four areas, known as the ‘Four Cs’: 


Customer service — to gain a significant improvement in customer service by getting people’s tax 
affairs right first time; 


Compliance — to gain a steady improvement in compliance; with the right amount of tax paid at the 
right time; 


Cost efficiency — to gain a significant reduction in costs and provide value for money in everything the 
Department does; [and] 


Caring for staff — to recognise that people are the Department's most important asset (National Audit 
Office 1996). 


The ‘excellence’ literature of management models complemented the ‘enterprise culture’ commit- 
ment of the UK’s government in the late 1980s and early 1990s (Du Gay and Salaman 1992, 
Ogden 1997). A management tool of the 1980s, which originated in the private sector, Total 
Quality Management (ТОМ)? was one of the means by which the IR sought to meet the require- 
ments of the change programme, and this included bringing the ‘customer’ concept into general 
IR. internal use. TOM claimed to adopt a holistic, process-orientated approach to management 
with three key principles — customer focus, continuous improvement and teamwork (Johnson 
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1994). These principles were implemented through a set of practices (e.g. collation of customer 
information and analysis of organisational processes) and supported by a variety of techniques 
(e.g. customer surveys and team-building exercises) (Dean and Bowen 1994, Boyne and 
Walker 2002). At the same time that TQM was seen as a potential complement to, or even a sub- 
stitute for, financially-based management (Johnson 1992, p. 1994), there were also voices ques- 
tioning whether it was really more than merely the continuation of accounting-based management 
by other means (e.g. Ezzamel 1994), in that it was a top-down managerial control device. 

Nevertheless, in the early 1990s, TQM was one of a number of techniques that parts of the IR 
used to respond to the challenges posed by the change programme. Some IR executive offices 
were the earliest IR adopters of the quality programme. The IR Accounts Office Shipley and 
IR North West both adopted the European Foundation for Quality Management (EFQM) Excel- 
lence Model, one of the leading TQM models, to provide a longer-term structure for their quality- 
orientated change initiatives (PwC 2000a, 2000b). By the mid-1990s the Excellence Model was 
promoted by both the IR and the government as an effective quality framework (PwC 2000c, 
CMPS 2001a, 2001b). By 2001 it was used by ‘all but a handful’ of IR offices (Cm 5304 
2001, p. 13). In a survey of UK public sector users of the Excellence Model, PwC (2000c, 
p. 4) found that it ‘was seen as providing a common language and framework for carrying out 
organisational assessment and planning for improvement’. The model captures a number of con- 
cepts that continued to be used as IR strategic discourse, such as ‘enabling’, ‘customers’, ‘people’, 
‘partners’ and ‘society’ (Lamb et al. 2003). Given that TQM models were primarily drawn from 
the private sector after they were well-established there, we have a situation in which the only 
appropriate benchmarks available that fit the model in its early periods of adoption also came 
‚ from the private sector. Case studies of IR adoption of the Excellence Model (PwC 2000a, 
2000b, 2000c) make clear that some of its processes (especially benchmarking to organisational 
best practice wherever located) helped to establish a cultural norm that IR civil servants would 
look to the private sector for information about standards and practices. 

The Four Cs change programme of the IR and the EFQM both had a customer component. 
The ‘Four Cs’ refer to customer service and the EFQM model refers to customer focus. The prac- 
tices contained in these programmes reinforced the idea of a ‘customer’. However, the discourse 
of customer, especially the extension from the customer to customer service, became more pro- 
minent in later years. 

At this stage, we see the two-box diagram (Figure 1) evolving such that the two boxes are 
joined by a new right-hand set (Figure 2), which depicts how the IR now had a set of concerns 
facing outwards from the organisation to other stakeholders, notably its customers, added to 
the earlier internal organisational focus. In addition to the operational activities of planning 
and implementing tax collection, the IR had to carry out strategic practices of communicating 
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Figure 2. IR following public sector reform. 
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with customers and marketing itself to its customers. The previous set had not disappeared but the 
outward-facing activities had to operate in addition to and alongside the inward-facing activities. 
Thus inward- and outward-facing concerns were dependent on each other, since appropriate 
communication with customers was dependent on the planning and implementation of the 
tax-collection process and vice versa. 

However, there were clear signs that the outward-facing activities were making a difference 
both to what is done and what gets said. The practices of ‘top management’ were now increas- 
ingly taken up with ‘doing strategy’ in order to engage with the ‘out there’. By this, we mean 
that senior officials had to focus on outward-facing activities to a greater extent compared with 
the management of inward-facing internal operational activities. A key aspect of the strategy 
involved redefining the taxpayer as the customer: accordingly, a discourse of marketing began 
ta circulate, alongside that of management (IR official J 2001). 


4. Emergence of the ‘customer service’ concept 


By the early 1990s there was awareness within the IR that both the government and the public 
expected a more customer-orientated service. This was conveyed at the Inter-American Center 
of Tax Administrations Conference by the IR, both as a commitment to customers and as a 
rethinking of many of the IR’s fundamental organisational principles: 


For the first time we made major investment in private sector consultancy to look at our business and 
the way it was structured. How could we optimise delivery? How could we change our culture — 
perhaps better expressed as ‘the way we do things round here’? (IR 2002, 2.1). 


Our interviews with IR officials in 2001 suggested that they made internal associations between 
the transformation of the IR into a customer-driven organisation and the government’s Next 
Steps Initiative as detailed in a House of Commons Paper (HC 494 1988). The Next Steps 
initiative advocated the development of executive agencies (accountable units) managed by a 
central unit (McSweeney 1994). Customer service was a feature of this initiative by 1992. 

As a way of furthering these initiatives, a ‘customer service strategy’ was introduced in April 
1996. It was described as: ‘a means to an end and not an end itself. Ultimately Customer Service 
is about improving our business efficiency and better use of resources’ (IR 1999, 1.1.3). This 
customer service strategy was designed to: 


® help everyone in the Department see what their role is and what they should be aiming to achieve; 


* raise the standards of customer service overall, by providing a common understanding and making customer 
service more business-focused; 


• strengthen and emphasise the links between customer service, compliance and cost efficiency, without 
losing any of the job satisfaction from customer service work; 


• develop its potential for producing significant increases in our operating efficiency; 


• point the way to an entirely new perception of taxpayers and others as our ‘partners’ in the common task of 
ensuring that everyone pays the right amount of tax; [and]e focus the thinking of people in the Department 
on Customer Service’ (IR 1999, 1.1.3). 


The various initiatives cited made the IR much more customer-conscious, but the shifts in think- 

ing and practices associated with the introduction of self-assessment taxation reporting in the 
mid-1990s were possibly more significant. ‘Self-assessment did help us to mainstream customer 
service. ... [T]he way we inter-acted with taxpayers was different afterwards’ (IR 2002, 3. 3). 
Also, there was a growing sense within the IR that ‘people now also expect public seges joa 
match the quality of the private sector" (IR. 2002, 4.3). eel CUS 
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In the early 2000s the IR began to shift from ‘customer service’ to ‘being customer-focused’. 
The distinction is explained: 


Customer service was about helping people to find their way through the maze of processes which we 
had designed largely to suit ourselves. Customer focus is about understanding the people we deal with 
and re-designing processes so that they fit with the way they live their lives and run their businesses 
CIR 2002, 4.3). 


The commitment to understanding customers involved the IR in rethinking many of its fundamen- 
tal organisational principles. Part of this approach was seen in segmenting its customer population 
into key categories, namely, individuals, employers and companies. These categories were 
reflected in the IR’s re-organisation of its Revenue Policy Division into sections that reflected 
this and which included personal tax, employer initiatives and business tax. The categorisation 
was also evident in the organisation of the ТЕ. web portal,* with prominent home page links for 
individuals, businesses and employers, as well as for non-residents, charities and practitioners. 
This reflects a worldwide trend of tax administrations to organise their operational structure in 
a functional customer approach rather than a tax-type organisational structure IMF 2002, Cm 
6163 2004, p. 15). These issues, and the attendant uncertainties, are discussed further below. 


5. Problems, ambiguity and controversy 


Taxpayers are not enthusiastic supporters of the term ‘customer’ and resist the term (Montagu 
2002a°). The question arises as to whether this designation should apply to taxpayers and 
others who have no alternative but to deal with the IR as their collector of taxes or disburser 
of benefits. There has always been a mixture of adversarial and co-operative relationships 
between the IR and the taxpayer (Lamb 2001, Frecknall Hughes 2002, Tuck 2007). If the use 
of the term ‘customer’ is accepted by taxpayers and citizens, then one of the difficulties of 
using this term is the problem of defining who is and who is not a customer. It could be 
argued that taxpayers are not the only customers of the IR and the government is also a customer 
with legitimate interests in IR activities. A further problem relates to the differentiation of custo- 
mers. In section 5.1 we examine the issue of reluctance emerging from our analysis of public 
documents from both the IR and outside the IR and the interviews that we carried out. In 
section 5.2 we discuss who the customers of the IR are, and in section 5.3 we further consider 
how different types of customer may be distinguished. 


§.1 Reluctance 


The process of embedding the concept of ‘customer’ inside the IR, intended to improve services, 
met with some internal resistance (IR 1999, 1.1.2, PwC 2000a, 2000b, IR official R 2001): 


[Customer discourse] is the same system with a new label (IR official J 2001). 


There were no customers when I was in the Revenue. There were taxpayers. I don't think the idea that 
we are customers sits comfortably with my idea of corporates or with inspectors (UK company tax 
manager C9 2003). 


[I]t's an odd concept [customers]! We're not, we're taxpayers (UK company tax manager C5 2003). 


The internal discussion spilled over into public debate, where the IR took pains to explain its dis- 
cursive choice. In 1994 the deputy chairman at the time wrote to The Times newspaper: 
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We use the word ‘customer’ for two reasons. First, we hope that it conveys to taxpayers that they have 
all the rights to courtesy, efficiency and satisfaction that they expect in all their other business 
dealings. Second, it reminds all of us in the Revenue that, although we may be a monopoly, we 
have a clear obligation to provide the best possible service to the public (Clive Corlett 11 January 
1994, quoted in IR 1999, 1.1.2). 


The internal Customer Service Manual’ (IR 1999) explains why some people objected to the 
term ‘customer’: 


‘The Revenue doesn’t have customers,’ [some objectors] said, ‘it has taxpayers.’ They usually gave 
two reasons for this: 


• Customers buy goods and services because they want them. People deal with the Inland Revenue because 
they are forced to pay taxes. No one comes to us because they want to. 


¢ Customers have a choice about where to go. If they think that a particular supermarket is too dear they can 
go to a cheaper one. If the service in a restaurant is too slow they can go to another one. No one has any 
choice with us. ТЁ уоп want your Income Tax dealt with you have to do business with the Inland Revenue (IR 
1999, 1.1.2). 


The manual goes on to accept that there is ‘some truth’ in these criticisms, but asserts “for the very 
reason that customers have no other choice, it is up to us to provide the best service consistent 
with available resources and Departmental priorities’ (IR 1999, 1.1.2). Thus taxpayers do not 
have the choice available to private sector customers but the IR will call them ‘customers’ to 
remind themselves to treat them as if the taxpayers have a choice. 

A further justification for using the term ‘customers’ also involves a form of logical reversal: 


Another reason we use the phrase is that not all our customers are taxpayers. A lot of people are our 
customers precisely because they are NOT taxpayers — we make repayments to about 2 million people 
a year (18. 1999, 1.1.2). 


The quotations indicate that people to whom the IR makes repayments are not ‘taxpayers’ in an 
immediate sense, so the IR calls them something else instead. Comments made in interviews by 
IR officials in 2001 suggested that the expansion of IR responsibilities after 1997 made the term 
‘customer’ more widely accepted within the IR. Continuing ambiguity outside the IR is evident in 
the response to public criticism given by Montagu (as chairman of the IR): 


Ihave been criticised in our national press for referring to the people whom the Inland Revenue serves 
— taxpayers and, as I shall explain in a moment, people claiming tax credits — as ‘customers’. The 
critics maintain that it is unrealistic to describe them in this way because they have no choice 
whether or not to avail themselves of our services. They cannot seek alternative providers. My 
reply is ... that what matters is not whether the public actually have a choice but that we should 
always behave as if they did. Only in that way will we succeed in instilling in all our own people 
a search for constant improvement and an unrelenting emphasis on the needs of the communities 
that we serve. Increasingly, ... people may have a choice whether or not they do business directly 
with us or use an intermediary (Montagu 20025). 


The logical reversal functions largely as a means of maintaining the initial argument; namely, that 
the IR needs to deal with people as if they are customers. However, it also adds an extension that, 
as people may have a choice in whether to deal with the IR directly or not, they will themselves 
take on more of a customer role or persona. Both external circumstances and IR actions make the 
‘people’ who deal with the IR more ‘customer’-like. Certainly, the argument about choice is one 
that has been developed by the IR's marketing division (interviews with IR officials 2001) and 
underpins strategies for re-engineering services to customers. 
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The lingering need for IR senior managers to argue the appropriateness of the term ‘customer’ 
emphasised its conceptual difficulty. As Fountain (2001) argues, public servants find the 
metaphor of customer service valuable even though they lack a detailed understanding of its 
meaning and implications. However, Fountain identifies many paradoxes in the concept 
applied in the public sector. One of her concerns is that the logic of the embedded concept 
could lead to the most vocal customers being served the most urgently. Such a result would pro- 
pagate inequalities in a public service that was initially designed to treat citizens fairly in sub- 
stance and by reference to their circumstances. Clarke et al. (2007) argue that, although 
citizens understand the customer discourse and how they fit within it, they ‘distance themselves 
from [the discourse], from the identifications that it offers them and from the model of the future 
that it offers’ (2007, p. 154) as they are sceptical about the success of the government’s planned 
policy objectives. In addition to such concerns, there can be other unintended consequences of the 
use of the customer term. Once customers were treated as customers, the IR felt compelled to 
reduce the level of dissatisfaction rather than accept or ignore it. Customer discourse can 
change expectations about the way in which customers are treated. In addition, where taxpayers 
do not believe that they are customers they may not believe that there really has been a change in 
approach, and there is a danger that they regard the new approach merely as ‘spin’. 

Fountain (2001) also contends that extending the notion ‘to regulatory and enforcement 
settings strains the concept, often beyond reasonable use’ (p. 62). This is echoed by Alford 
and Speed (2006). The idea that ‘customer focus’ is more difficult to implement in a revenue 
department than a service department is acknowledged in a report prepared for the UK Treasury. 


The implementation of customer-focused government would work in any department, with the focus 
of implementation differing to meet specific needs. Front line services (such as health, education, 
social services) and internal service functions (supply of materials, human resources, legal services) 
would probably focus around developing components 2 [Build operations around the customer] and 4 
[Use customer understanding to deliver target outcomes]. Public services more distinct from the 
public, such as foreign affairs and public finance, where the definition of the customer is more 
challenging, might focus on components 1 [Understanding the customer], 2 and 3 [Manage customer 
relationships] (Barker 2001, p. 11). 


A further difficulty in using customer discourse is that those within the IR who did not speak the 
correct ‘customer language’ may have been excluded because they were not conforming to the 
management discourse and were treated as outsiders (IR official J 2001). 

Lamb et al. (2003) argue that the difficulty of implementing customer focus in the IR was 
revealed by the considerable effort involved on the part of the IR in developing ‘enabling ser- 
vices’. Like tax departments in general, the IR’s performance, particularly the amount of tax rev- 
enues collected and the timelines of those collections, depended on how effectively it influenced 
or forced taxpayers to comply with their taxpaying obligations. The perennial difficulty is how to 
enhance voluntary compliance. This reflects tax authorities’ use of pyramidal models of regulat- 
ory conflict management (Braithwaite and Braithwaite 2001). These models are intended to 
reinforce holistic understanding by managers and staff of taxpaying behaviour, and they favour 
tax authority strategies of trust and reward for the majority of taxpayers (depicted as the large 
base of the pyramid) and tough enforcement for the minority (depicted as the top of the 
pyramid) (p. 224). The IR’s application of the model is built on a base of secure customer relation- 
ship, with customer behaviour and the IR response as faces of the pyramid (Cm 5428 2002). 
Actions of customers and actions of the IR point downwards from non-participation and tough 
enforcement to the desired outcome of willing and informed customers served by an educating 
and encouraging IR. The models also are intended to structure managers’ ways of thinking 
about and responding to taxpayers to enhance voluntary compliance. Effectively, we argue on 
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the basis of prior literature and our interviews that the IR intended to make taxpayers and others 
actively desire to come to the IR and to believe that they had choices in how they dealt with the 
public finance matters over which the IR had responsibility. We argue that the IR was set on 
reconstructing taxpayers and others into customers in a fuller sense, thereby making it ‘easier’ 
to develop and implement customer-focused government in the IR and to enforce compliance 
with taxpaying behaviours. 


5.2 Recognition of the customers 


The problem of customer recognition encompasses a number of areas: the definition of customer 
by the IR; recognition of the customer by the IR; and recognition of the customer concept by the 
‘customers’ themselves. 


5.2.1 Definition of the customer by the Inland Revenue 


IR discourse asserts repeatedly that its customers are the taxpayers, entitlement claimants and the 
other people with whom it deals. A study prepared for HM Treasury indicates the use of the word 
‘customer’ is the result of a deliberate choice in preference to words like ‘citizen’ or ‘stakeholder’. 
Identification of customers is ‘tricky’, the report acknowledges, and ambiguity over who is, and 
who is not, a customer is common throughout the UK public sector: 


We found considerable ambiguity in parts of all the consulted departments around who the main cus- 
tomers/clients/stakeholders are (regardless of terminology) and what government is trying to do for, 
or with, them. Some policy makers cite government ministers; others cite pressure groups, ‘the public’ 
or service users. There is no simple answer, but that does not preclude the need to be able to answer the 
question. We suggest that without knowing that, priorities shift to short term tasks and consistent 
achievement of target outcomes is very unlikely (Barker 2001, p. 5). 


Barker also suggests that it is a matter of opinion as to who is clearly seen as the customer (p. 9). 
The report suggests a framework to distinguish between numerous categories of 'stakeholder', 
this being ‘the widest term to cover all bodies or groups with any interest in the work of the organ- 
isation’ (p. 14). Other stakeholders ‘who could not be considered customers, but who have some 
stake in the process of providing the customer service’ (р. 15) are identified as well. “Partners and 
advisers’ are ‘those groups which have a stake in the process of achieving that outcome (e.g. 
partners, intermediaries, interest groups, independent experts)' (p. 14). These can analytically 
be subdivided into: customer representatives; intermediaries and partners in the provision of 
government services; and independent experts (p. 15). ‘Customers’ are ‘those groups which 
have some stake in the ultimate outcome of the organisation's work (generally the public) 
(р. 14). The report distinguishes between ‘target customers’ and ‘indirect customers’: 


Target customers [are] the intended ultimate beneficiaries, consumers or users of the service/s pro- 
vided, e.g. patients of healthcare services, recipients of benefits. The objective of the public service 
will be to provide something of use to target customer segments or intended to have an impact on 
them. This could include reluctant customers (such as prisoners as recipients of rehabilitative 
services), unaware customers (such as children as future generators of income) and unformed 
customer groups (such as the public as protectors of human rights) (p. 14). 


Indirect customers (not targeted but affected) [are] impacted, or potentially impacted, by the 
services to target customers, intentionally or unintentionally. The organisation’s objectives will not 
specifically include services to these groups, but the organisation will have working objectives that 
ensure their interests are considered, e.g. that the approach is ‘inclusive’, considers the impact on 
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partners in service delivery, the environment etc. This category will include a long and changing list of 
segments, probably always including the public as taxpayers, internal staff, other government depart- 
ments, agencies, local authorities and other organisations in the delivery ‘chain’, under-represented 
socio-economic groups, the public of other countries. This list could be long — it should be prioritised 
and tailored for each service function (p. 14). 


In the IR case, the Public Services Productivity Panel (PSPP)’ framework about public ser- 
vices in general helped clarify who were пог target customers: the public and internal staff 
were indirect customers. Taxpayers’ agents, intermediaries and interest groups were partners. 
The distinction does not yield immediate clarity of who IR’s ‘target customers’ were. The 
‘intended ultimate beneficiaries, consumers or users of the services/provided’ would seem to 
be the UK as a whole as the target customer for the provision of tax revenues; government 
ministers for the provision of tax administration; and taxpayers and claimants for IR services 
as calculator and conduit of tax payments and entitlements. Recognition of target customer 
identity depends on how one defines the service/s provided. It seems, therefore, that the PSPP 
framework confirmed that the IR had to (re)define its services to achieve greater clarity over 
identification of its target customers. 


5.2.2 Recognition of the customer by the Inland Revenue 


*Customer' would seem to be an inappropriate term for the Exchequer and government ministers 
(and more generally the executive arm of government) as they have a principal—agent relationship 
with the IR. However, the idea that ministers are IR customers is evident in a number of docu- 
ments by or about the IR. For example, the PwC (2000а) case study reports that the IR Accounts 
Office Cumbernauld included Treasury ministers among its list of customers. 

The ambiguity arises if one looks at the IR's high-level performance management texts. 
Consider, for example, the first two objectives of the 1998 IR Public Sector Agreements (PSA) 
compared with the 2003 Objective and Targets (see table below). The Exchequer and ministers are 
examples of such ambiguity. Their proximity to the expression of the IR's fundamental purpose 
might suggest that they were the customers ofthe IR. The view of the IR was the contrary, as indicated 
by the disappearance of the Exchequer and ministers from the wording of the 2003 IR PSA. It is 
interesting to note that the high-level objective 2 of the 1998 PSA ('Providing ministers with high 
quality analysis and advice...) is omitted from the 2002/3 PSA, Service Delivery Agreement 
(SDA) and Technical Notes as an explicit objective (IR 2003a, 2003b, 2003c). However, the 2002 
IR annual report (Ст 5706 2002, p. 32) reports: ‘[Revenue Policy Division's] work underpins our 
high level objective to provide Ministers with quality analysis and advice on direct tax, tax credits 
and National Insurance Contributions policy that helps the government meet its wider objectives.’ 


1998 IR Public Sector Agreements (Cm 4181 1998) 2003 Objective and Targets 1 and 3 (IR 2003a) 





‘1 Bringing into the Exchequer the taxes, national ‘Objective 1: collect the right revenue, and give the 
insurance contributions and other receipts, and right entitlements, at the right time. 
disbursing tax reliefs and credits, for which the 
Revenue are responsible. 

2 Providing Ministers with high-quality analysis and Target 1. Deliver improvements in the number of 
advice on direct tax and national insurance individuals and businesses who comply with their 
contribution policy reflecting the government's tax obligations and receive their entitlements. 
objectives.’ 

Target 3. Ensure by 2005 that 100% of services are 
offered electronically, wherever possible through a 
common government portal, and promote take-up 
for key services.’ 


Accounting and Business Research 369 


It is unclear whether the term ‘high level objective’ is universal text carried forward from 
earlier reports or a significant inconsistency in language. Provision of analysis and advice to 
government ministers is listed as an IR ‘responsibility’ in its Trust Accounts, presented in the 
annual report (Cm 5706 2002, p. 90). There is ambiguity as to whether the IR should report its 
‘performance’ in terms of how well it meets its PSA ‘objectives’ and targets, or in terms of 
how well it meets its ‘responsibilities’, or in both terms. Additionally, it is unclear whether 
‘objectives’ or ‘responsibilities’ or a combination of both serve to identify customers. Although 
the Revenue Policy Division’s report did not discursively construct government ministers as 
formal ‘customers’ for policy advice, we were told that there was a ‘customer’ perception of 
the relationship with such ministers. In autumn 2001 an IR official in the Revenue Policy Division 
told us: ‘Ministers are the prime customers of Revenue Policy. ... Ministers tell you when they 
don't like what you are doing’ (IR Official R 2001). 


5.2.3 Recognition of the customer concept by the customers themselves 


If customers do not recognise that they are customers, they will not accept being called customers, 
particularly if they believe that the real customer is someone else. This is confusing: taxpayers, tax 
claimants and the Treasury each had different relationships and interactions with the IR. Likewise 
the IR had different expectations and demands of each of the groups. The complexity of the 
concept was suggested by the 2002 annual report reference to ‘internal and external customers’ 
for service delivery (Cm 5706 2002, p. 26). It is uncertain who decided who the intended ultimate 
beneficiaries of IR services were. We suggest that, in the IR's case, it was the government that had 
decided that IR ‘target customers’ for discursive purposes could not be government ministers, the 
UK as a whole or the general public. This means that the IR had to redefine its services, and 
change what it does, in order to define who its customers were. It is simply not tenable for 
government itself to be the dominant or preferred customer of its own departments and agencies. 
The process of redefining services so as to remove government ministers from the equation is 
evident in the (re)formulation of core purpose, aims and objectives between 1998 and 2003, as 
discussed above. However, we argue that the organisation of IR operations (e.g. separate 
service delivery and revenue policy divisions) to fulfil IR. functions meant that there was 
another discourse of ‘objectives’ that operated alongside those sanctioned for the government's 
performance management purposes. 


5.3 Segmented target customers 


[O]ur customer base is far bigger than that of any other organisation, public or private, in the UK 
(IR 2002, 4.2). 


The sheer scale of IR operations meant that it had to focus on different groups of taxpayers, clai- 
mants and benefit recipients in order to define services and make decisions about how to deliver 
those services and persuade people to co-produce for the IR (for instance, with regard to compli- 
ance with information and co-operation). It claims ‘9 major customer groups ... reflecting around 
38—40 million customers' (IR 2003c, p. 6). The 2002/03 Service Delivery Agreement (IR 2003b) 
and PSA Technical Notes (IR 2003c) mention eight customer groups by our count: individuals 
subject to income tax self-assessment; employers subject to Pay As You Eam obligations; com- 
panies subject to corporation tax self-assessment (further divided into large, medium-sized and 
smaller companies); claimants of income tax repayments; those entitled to child tax credit, 
working tax credit and child benefit; claimants of National Insurance entitlements; small 
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businesses; and other departments and agencies that obtain valuation services from the IR. The 
2002 annual report suggests another: ‘non-resident customers’ (Cm 5706 2002, e.g. 123). 

Montagu (2002а) highlights how the IR’s customer base had become bigger and more diverse 
since 1997: 


Our move into areas of social policy as the Department responsible for tax credits (and, from next 
year, child benefit) has led to a significant change in our customer base. Our customers now range 
from large multinational corporations, through employees and employers to small businesses and 
on to tax credit recipients, taxpaying pensioners, student loan recipients as well as other government 
Departments. This means that it is more than ever essential to identify our customers by groups with 
distinct needs and wants, and see how best to meet them. We have undertaken analysis and research, 
so that we can understand those needs. And this substantial programme of research is continuing, but 
we have already concluded that we must indeed pursue a customer segmentation strategy; only by 
doing this can we hope to tailor our services to the needs of the individual customer). 


The IR’s customer relationship management (CRM) approach involved customer 
segmentation: 


We are initiating [CRM] which will include defining our main customer segments, identifying the 
main outcomes we wish to achieve with them, and then putting in place strategies and action plans 
based on customer responsibilities, needs and behaviour, to improve delivery to them, and their deliv- 
ery to us (Cm 5706 2002, p. 17). 


As with any segmentation of customers, there will be customers who do not typically fall 
within the classifications or who are at the boundaries of the categories (Dibb and Wensley 
2002). The category into which they fall may be open to choice, reflecting the fuzziness of the 
boundaries. 

A director of marketing and communications was appointed in November 2000 to carry CRM 
forward. This appointment signalled the IR’s intention to use ‘marketing [as] a significant weapon in 
[its] armoury’ (Farron et al. 1999, р. 297). Interviews with IR officials in autumn 2001 confirmed 
that marketing was changing the way that the organisation operated, especially how it modulated 
messages to taxpayers and the general public. A viewpoint of a senior IR official was that using 
marketing ‘speak’ helps the IR to act differently towards taxpayers (IR Official C 2001). 


6. Discussion and conclusion 


We undertook this research in the early years of the customer concept and its evolution under the 
IR. The most interesting conclusion is the ambiguity over who the ‘customers’ were. The IR 
needed to detail explicitly who its customers and target customer groups were and it needed 
these definitions to be accepted by the target groups. Further, the link to defined services 
should have been made more explicit so as to make the use of the customer concept understood 
as appropriate in particular contexts both internally and externally, especially in its strategic docu- 
ments and communications. The language of marketing, including the use of the customer con- 
struct, enabled taxpayers to be enrolled as customers. While this has some advantages for tax 
administration, such as increasing the sense of co-production in services (Alford 2002), there 
were also problematic consequences of this enrolment, both within the IR for customer service 
and outside the IR for the range of stakeholders who were deemed to be customers. This mani- 
fested itself first as aspects of resistance to the discourse and reluctance to accept it, and then later 
as acceptance of the inevitability of the use of the term. However, taxpayers were reluctant to be 
treated as the real customers of the IR. Perhaps the key reason for this is that the IR was not only 
responsible for delivering a public service, but was also responsible for the management of the 
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tax yield on behalf of government ministers and the Exchequer. In addition, taxpayers needed to 
perceive that they were being treated as customers, rather than merely being told that they were 
customers. This reclassification of taxpayers as customers did not occur in isolation. New prac- 
tices were introduced, such as customer segmentation strategy, the introduction of CRM 
approaches, customer satisfaction targets and customer surveys, which enabled management to 
reinforce the customer concept and legitimise its usage through the use of performance measures. 

This paper has examined the customer concept within the IR. Interviews were carried out 
with senior IR officials in 2001; a time when research interviews within the IR were very 
rare. They were supplemented by further interviews in 2003 and 2010. Whilst some time has 
elapsed since most of these interviews were carried out, the use of the customer service 
concept remains significant for HMRC in the period of financial restraint that has characterised 

‚ more recent years. A senior HMRC official explained in July 2010 that the HMRC was ques- 
tioning whom it could afford to treat as customers, stating: ‘people who are evaders are not 
customers’ (HMRC Official S 2010). In addition, the official commented that HMRC was 
debating what type of service could be provided to those customers who evade paying taxes. 
Cost considerations need to be taken into account in providing a service and this may impact 
on customer satisfaction ratings. 

NPM practices were first concentrated on financial measures assisted by organisational 
restructures such as Next Steps (HC 494) and the introduction of measurable performance 
targets. Thus, the initial stage of accountingization introduced new applications of accounting 
into management within the public sector (McSweeney 1994). NPM, arguably, has now 
evolved such that the focus is on citizens and consumers (Le Grand 2006). Within HMRC, 
cne sign of this shift was represented by the customer concept. This extension of accountingiza- 
t:on focuses on customer measures. However, the use of the customer concept is problematic. 

This problematic concept is reflected following the merger between IR and HMCE, which 
resulted in significant organisational change for HMRC (Cm 6163 2004). One of the key argu- 
ments made to support this merger was the benefits it would bring to the customers of the com- 
bined department and to customer service. The 2005—06 annual report put customer-focused 
processes and ‘working alongside our customers’ as key elements of HMRC’s strategy (Cm 
6983 2006, p. 13). Indeed, the 2007 departmental report states that HMRC's 'aim is to put our 
customers at the heart of everything we do' (Cm 7107 2007, p. 26). 

However, this focus on the customer for a regulatory authority may be of concern. As Ezzamel 
(1994, p. 273) comments, ‘organizational processes are not only evaluated by reference to the 
market ethos, but they are also reconstructed in compliance with what the market deems 
optimal’. HMRC has a duty to regulate taxpayers/customers in accordance with the law; tax- 
»ayers are not merely customers of HMRC. Taxpayers cannot choose the way they are regulated 
or choose which rules and legislation apply to them. 

These perceptions create a demanding communication challenge for HMRC in relation to 
encouraging its ‘customers’ to accept the suitability of the label as well as the regulatory relation- 
ship between HMRC and taxpayers. Thus, rebranding the citizen as a customer alters the relation- 
ship between the State and the users of those services. This empirical illustration and analysis 
from the area of tax administration has wider implications for conceptualising the customer in 
other public services. The themes and tensions remain relevant as public services in western 
countries enter an age of austerity. 
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Notes 


1. At that time, Gordon Brown was the Chancellor of the Exchequer. 

2. http//www.hmrc.gov.uk/menus/aboutmenu.htm. 

3. "Total Quality Management (ТОМ) ‘is a set of processes that aim to achieve higher performance’, and is 

distinct from ‘quality, which is an organisational output that can be measured’. ТОМ was built on early 

twentieth-century ideas of quality associated with statistical control. The so-called “quality movement" 

has spread from its manufacturing origins into the service sector and onwards into public organizations’ 

(Boyne and Walker 2002, p. 112). 

Previously http://www.ir.gov.uk, now http://www.hmrc.gov.uk 

At that time, Montagu was chairman of the IR. 

The manuals of HMRC (and previously IR) are prepared for HMRC’s staff to provide guidance to assist 

them in applying the law. The manuals are published on the HMRC’s website, for information purposes, 

in accordance with the Code of Practice on Access to Government Information http://www.hmrc.gov. 

uk/manuals/advisory.html. 

7. ‘The PSPP is a small group of senior business people and public sector managers that has been estab- 
lished to identify ways to help improve the productivity of the public sector’ http://archive.treasury.gov. 
uk/pspp/index.html. 
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Multidimensional performance evaluation systems such as the Balanced Scorecard (BSC) were 
developed to overcome the documented tendency of managers to focus almost exclusively on 
short-term financial performance measures while disregarding or de-emphasising other short- 
term and/or long-term non-financial performance measures. Evidence suggests, however, that 
implementation of many of these systems has not achieved desired outcomes. Cogent 
communication of a corporation's goals and management's strategy to achieve those goals 
can be expected to influence employee ‘buy-in’ and the subsequent use or resistance to 
multidimensional performance measures. In this study we examine the role of strategy maps 
in communicating goals and strategy. We also examine individual differences (tolerance of 
ambiguity and functional background) that we believe also influence individuals to be more 
(or less) receptive to the guidance of strategy maps. An experiment was conducted with 165 
experienced professionals enrolled in MBA. programmes in Spain and the US. Our 
experimental results indicate that a strategy map reflecting integrated dependencies can de- 
bias evaluations of certain groups of individuals, who have high tolerance for ambiguity and 
have a financial work background. Implications and suggestions for future research are also 
provided. 
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1. Introduction 


Multidimensional performance evaluation systems such as the Balanced Scorecard (BSC) were 
developed to overcome the tendency of organisational managers to focus predominantly on short- 
term financial performance, while disregarding non-financial variables that lead to long-term 
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success. Kaplan and Norton (1992, 1996) modelled the BSC as a decision support tool that explicitly 
includes non-financial forward-looking information to thwart dysfunctional managerial behaviour 
caused by a fixation on short-term financial outcomes. Over time, the BSC has evolved into an organ- 
ising framework for strategic planning and control as well (Kaplan and Norton 1996, Banker et al. 
2004). As such, the BSC links lag and lead measures of financial and non-financial measures to stra- 
tegic objectives. Causal models identify cause and effect relationships among the different functional 
activities that sequentially and synergistically advance organisational goals and ultimately share- 
holder value (Malina and Selto 2001, Wong-On-Wing et al. 2006). To effectively communicate 
these strategic relationships, organisations have developed ‘strategy maps’ that provide graphical rep- 
resentations of cause and effect linkages. Strategy maps provide a critically important visual frame- 
work for the four (or more) BSC functional perspectives and their interrelationship (Vera-Munoz et al. 
2007). Kaplan and Norton (2000) note that strategy maps can be effective in illustrating how different 
items are linked together in a cause and effect relationship. 

The use of multidimensional performance evaluation systems by industry is internationally 
widespread (see Rigby 2009, Haywood and Stuart 2010, Taylor 2010). Approximately 50 per 
cent of Fortune 1000 companies in North America and about 40 per cent in Europe use a 
version of the BSC (Gumbus and Lyons 2002, Scholey 2005). The use of the tableau de bord 
is widespread in France (Bourguignon et al. 2004). In addition, research regarding the BSC 
has been extensive. Initial research focused on implementation issues and the potential for posi- 
tive returns to the organisation (Frigo and Krumwiede 2000, Kaplan and Norton 2001). A number 
of studies report success stories (e.g. Davis and Albright 2004, Sundin et al. 2010). Nonetheless, 
there is evidence that implementations of the BSC have frequently not fully achieved their desired 
outcomes (Liedtka et al. 2008). Ittner et al. (2003b) report that managers in their study still placed 
most of their decision weight on financial measures rather than other non-financial performance 
measures. That is, while the purpose of multidimensional performance evaluation systems is to 
advance a ‘balanced’ perspective, research has found that short-term financial measures continued 
to dominate performance evaluations in many instances (Malina and Selto 2001, Dilla and 
Steinbart 2005a, Kraus and Lind 2010). Also, implementation of the BSC has not always lead 
to enhanced financial outcomes and Nørreklit (2000, 2003) documents that advanced or 
assumed cause and effect relationships/dependencies cannot always be validated. 

Among other reasons for the mixed results obtained from implementing the BSC may be its 
complex nature. The BSC was intentionally designed to provide a more complex process of eval- 
uating performance, which may at times hinder its intended use. Individuals who experience dif- 
ficulty utilising the BSC may apply simplifying decision strategies (Lipe and Salterio 2000, 
Sawers 2005), revert to biases (Kaplan et al. 2007) or make decisions driven by affective reactions 
(Carmona et al. 2010) or individual differences. Lipe and Salterio (2000) identified a common 
measures bias whereby individuals tend to employ simplifving strategies in their BSC evalu- 
ations. Several studies have sought to reduce this bias through various means, including 
having individuals held accountable for their decisions (Libby et al. 2004, Johnson et al. 
2010), providing evaluators with supplemental training (Dilla and Steinbart 2005b), disaggregat- 
ing the BSC evaluations scores (Roberts ef al. 2004), investigating the role of individuals’ 
problem-solving ability (Hibbets et al. 2006) and altering the original experimental design 
(Denison et al. 2008). While this recent research has provided some insights regarding the par- 
ameters of the common measures bias it has, with few exceptions (e.g. Kaplan et al. 2007), 
ignored the possibilities of other factors and biases that may impact the BSC performance evalu- 
ation process. 

The objectives of this study are two-fold. First, we propose that the type of strategy map com- 
munication can influence the interpretation of corporate intent in intended or potentially unin- 
tended ways, and in turn drive systematically different performance judgements. Second, we 
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expect that individual differences may influence not only judgements, but also the receptiveness 
of individuals to communications embedded in alternate but not always equivalent strategy maps. 
We conducted an experiment with 165 experienced professionals enrolled in Masters of Business 
Administration (MBA) programmes in Spain and the US. Our experimental results indicate that a 
strategy map reflecting an integrated dependency relationship can moderate the often-present 
financial fixation/bias among corporate employees, but only among those individuals who are 
receptive to the message embedded in that strategy map. More specifically, we found that a 
more balanced performance criteria perspective manifests among managers who have a high tol- 
erance for ambiguity and/or have a financial/accounting background. 

Our study makes three primary contributions to extant literature. First, we identify two factors 
that may explain in part the mixed findings of prior research. Second, our findings challenge 
certain common assumptions that fixation on sbort-term financial outcomes is primarily only a 
problem in North America. Third, and most importantly, we demonstrate that strategy maps com- 
rcunicate messages that may advance or thwart the successful implementation of corporate strat- 
egy. That is, we identify conditions under which an appropriate strategy map can effectively 
influence the judgements of receptive individuals. An important implication is that ignoring strat- 
egy map communications (which are fundamental to employee buy-in) in research design as well 
as in corporate implementations is problematic. 

The remainder of the paper is organised as follows. The next section presents the literature 
review and proposes testable hypotheses. The third section details the methodology and overall 
experimental design. The results are presented in the fourth section. Finally, the implications of 
cur results are discussed and suggestions for future research are offered. 


2. Literature review and development of hypotheses 


The BSC was developed by Kaplan and Norton (1992, 1996) as a performance management tool 
that translates an organisation's strategic goals into measurable actions using financial and non- 
financial measures. As such, it is arguably representative of a larger set of multidimensional per- 
formance evaluation systems found in industry. These systems all supplement traditional financial 
measures with performance measures of relative success in other domains. Initially, Kaplan and 
Norton identified four goals: advancement of customer-focused marketing, internal business pro- 
cesses, learning and growth, and financial goals. More recent conceptions incorporate additional 
perspectives such as environment (Kaplan and Norton 1996, 2001, Speckbacher et al. 2003). А 
recent study (Bedford et al. 2008) reports the inclusion of perspectives other than the traditional 
Tour to be quite high: environment (50% frequency), community (53%), supplier (47%) and gov- 
ernment (4996). The non-financial categories of performance objectives serve to broaden man- 
agers’ perspectives by emphasising a balance between lead and lag measures and financial and 
non-financial measures (Ittner e? al. 2003a, Taylor 2010). These more diverse measures are 
designed to include the drivers of performance in all areas important to the firm (Lipe and Salterio 
2000) and to capture and propel the firm's desired business strategy balance (Kaplan and Norton 
1993, 1996). Thus, ‘the first key way the BSC enables balancing is the systematic and overt rec- 
ognition of the multiple objectives, and the strategies to delivery them in the design of the BSC’ 
(Sundin et al. 2010, p. 210). 

The BSC also serves a critical enabling role in helping people better understand how their own 
work relates to the organisational value chain. However, the organisation value chain should not 
necessarily be equated with cause and effect functional chains. Extant research is inadequate to 
allow with any confidence conclusions regarding the frequency with which the cause and 
effect functional relationships embedded in corporate BSCs can be statistically validated.! Stat- 
istical validation is indeed difficult because of the lead—lag nature of most BSC causal 
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relationships and the dynamic nature of the business environment. However, Sundin et al. (2010, 
p. 213) observe that ‘the benefits of the BSC do not necessarily flow just from statistically vali- 
dated causal relations between the BSC dimensions and respective measures.’ Thus, the BSC can 
be effective, even in the absence of validated causal relationships if ‘its communicated relations 
among measures create a complementary (a) credible story of success, (b) reinforcement of the 
company’s pay-for-performance culture, and (c) result control that is legitimate and fair’ 
(Malina et al. 2007, p. 936). 

Moulding perceptions can be a tricky matter because the BSC is often instituted in settings in 
which the information is noisy, ambiguous, inconsistent and complex (Taylor 2010). To com- 
pound this situation, operational implementation of the scorecard itself is fraught with potential 
difficulties and complexities. The BSC has four (or more) distinct perspectives, each with a poten- 
tially varying number of measures, some internally generated, some external. With a multitude of 
measures to compare and weigh, the BSC performance evaluation task can be a difficult process. 
In ambiguous situations in which one set of data does not dominate the other set of data, the BSC 
performance evaluation process can be challenging. 


2.1. Strategy maps 


To overcome or deal with these inherent difficulties related to the BSC, individuals may develop 
certain coping strategies (Lazarus 1991). These strategies include but are not limited to: (1) avoid- 
ing decisions (Luce 1998, Kida et al. 2001), (2) delaying decisions (Sawers 2005) and/ or (3) 
relying on decision aids to assist with the process (Dilla and Steinbart 2005a, Sawers 2005). 
Of these coping strategies, we focus on decision aids in this study. A decision aid that is frequently 
used in conjunction with the BSC is a strategy map. 

Strategy maps serve the purpose of illustrating the linkage of performance measures with 
firms’ strategic objectives. Kaplan and Norton (1996, p. 55) observe that, ‘by articulating the out- 
comes the organisation desires as well as the drivers of those outcomes, senior executives can 
channel the energies, the abilities, and the specific knowledge held by people throughout the 
organisation toward achieving the business’s long-term goals.’ These maps are important 
because they provide a visual framework that shows the cause and effect links by which specific 
actions within the four BSC perspectives lead to short- and long-term performance (Vera-Munoz 
et al. 2007). Cognitive research suggests that graphical representations (such as strategy maps) 
make it easier for individuals to understand the linkages among the data (Glenberg and Langston 
1992). Strategy maps are able to improve individuals’ ability to understand and manage the 
relations embedded in the scorecard. That is, providing managers with strategy maps should 
reduce the cognitive complexity of evaluation tasks in which multiple performance measures 
are available (Malina and Selto 2001, Krishnan et al. 2005). Further, strategy maps can lessen 
the ambiguity in the data as well as focus managers on activities that are the most critical to 
the organisation’s success (Taylor 2010). 

Strategy maps differ across organisations depending on the organisation’s objectives (Kaplan 
and Norton 2004a, 2004b, Platts and Tan 2004). Strategy maps serve to reinforce intended com- 
munications. The message intended to be communicated, however, may be interpreted inconsist- 
ent with intentions. Individuals bring with them varying predispositions that may be congruent or 
incongruent with the BSC corporate philosophy and inadequately designed maps may fall prey to 
non-faithful (distorted) interpretation. In this study we examine two different strategy maps. The 
first depicts the four BSC perspectives as primarily independent, parallel silos (or columns) con- 
tributing to one corporate goal (enhanced shareholder value) at the top. No objective leads into 
any other objective, save the universal objective. This map allows for a compensatory interpret- 
ation such that strengths in one area can compensate for weaknesses in another area (see Figure 1). 
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Figure 1. Compensatory strategy map. 


The second is an integrated strategy map that is built from the bottom up. That is, this map starts 
with the foundation and then charts the dependent route that will lead to the ultimate goal of finan- 
cial success (see Figure 2). 

While the objectives and metrics in both strategy maps are the same, the messages being com- 
municated may be interpreted differently depending on one's emphasis on short-term financial 
cutcomes versus a long-term balanced perspective. For instance, even though the compensatory 
strategy map communicates the importance of all four perspectives to the firm's overall well- 
being, the financial perspective may still appear to dominate and be divisible from other activities; 
ie. individuals so biased by experience or background may rationalise given this map that 
strength in one area (especially in the financial area) could potentially compensate for weakness 
in others (that is, the whole is not limited by its weakest link). Thus, individuals with a tendency to 
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emphasise short-run financial outcomes may interpret the compensatory map as supportive of a 
predominately financial perspective. In relation to this point, Ittner её al. (2003b) found that, 
given a flexible environment, individuals using the BSC were still more apt to emphasise financial 
measures. 

Conversely, the integrated strategy map communicates the integral co-dependent nature of the 
four perspectives. The emphasis on the linkage of these perspectives tends to elevate the impor- 
tance of each link in the chain to achieving the desired outcome of increased shareholder value. 
This strategy conveys the idea that, ‘we are all in one boat; we sink or float together.’ That is, the 
financial perspective is highly dependent on the customer and environmental perspectives, 
and investments and successes must be achieved in each. This rather obtrusive perspective 
should have the effect of providing a more balanced view for those individuals' receptive to 
this strategy map. 


2.2. Individual differences 


Individuals have been found to experience difficulties utilising the BSC and have at times resorted 
to relying on their own biases or individual differences. In this study we examine certain factors 
that we believe influence individuals to be more apt to apply (or resist) new performance metrics 
related to a new multidimensional corporate strategy, and/or be more (or less) receptive to the 
guidance of strategy maps. We investigate two participant characteristics (tolerance for ambiguity 
and functional background) that suggest more complex dynamics. 


2.2.1 Ambiguity tolerance 


Ambiguity tolerance refers to the way that different individuals respond or cope with ambiguous 
situations. An intolerance for ambiguity can be defined as a tendency to interpret an ambiguous 
situation as a source of threat; tolerance for ambiguity, in contrast, is the tendency to view ambig- 
uous situations as desirable (Duncan 1972, Pratt 1980). Consequently, individuals with low ambi- 
guity tolerance (1) tend to apply fixed traditional rules in a “black and white’ manner and (2) are 
slow to adapt to complex environments (MacDonald 1970). 

Tolerance for ambiguity may be particularly relevant within a multidimensional performance 
evaluation system environment. Such a system can provide arguably ambiguous information; that 
is, information marked by what can be viewed as inconsistent and contradictory cues that do not 
easily integrate to provide one clear solution (Norton 1975, Liedtka et al. 2008). In fact, the very 
objective of the BSC is to avoid a simple, unambiguous decision choice based on one metric only. 
The decision maker often must consider and weigh multiple criteria with no one option dominat- 
ing across all criteria (Kaplan and Norton 1996). Not only must the decision maker evaluate each 
subordinate on each criterion, the decision maker must also weigh the relative importance of each 
criterion when making a final judgement. 

Dilla and Steinbart (20052) found that BSC evaluations became much more difficult when per- 
formance cues did not provide consistent indications of relative performance. In these situations, 
individuals with low ambiguity tolerance are more apt to actively seek to reduce uncertainty by 
searching for information that immediately identifies a course ofaction that could provide a prema- 
ture closure ofthe decision process (Frenkel-Brunswick 1949, MacDonald 1970). Once this infor- 
mation is processed and categorised, these individuals tend to downplay or ignore ambiguous cues 
that could be potentially useful in making a decision. That is, individuals with low ambiguity tol- 
erance may feel uncomfortable with a performance evaluation task in which cues are inconsistent 
across comparative individuals and attempt to resolve the problem by focusing on a single financial 
measure (Liedtka et al. 2008). Financial measures tend to be less ambiguous than measures from 
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other BSC categories and are operational measures that have been found to be given greater weight 
by ambiguity-intolerant individuals (Dermer 1973, Ittner et al. 2003b). In contrast, individuals with 
high ambiguity tolerance are more inclined to be comfortable in this decision process and be more 
thorough in their information search and use. 

We propose that individuals who have low ambiguity tolerance will be more likely to focus 
оп the financial measure and give higher ratings to the manager who demonstrates superior 
financial performance, regardless of the strategy map utilised. Further, these ambiguity-intolerant 
individuals are expected to be resistant to the balancing influence of the integrated strategy map, 
whereas the ambiguity-tolerant individuals are expected to be more receptive to it. Finally, we 
anticipate that the compensatory strategy map will have little or no influence on performance 
evaluations as individuals can more easily rationalise (fit) their own predisposition or biases 
with this non-dependency (arguably compensatory) strategy map. This reasoning leads to our 
first hypothesis: 


Hl: Individuals who exhibit a low tolerance for ambiguity will rate higher those managers 
with superior financial performance irrespective of type of strategy map; while the judgements of 
individuals with a higher tolerance for ambiguity will be influenced by the type of strategy map. 


222 Functional (finance/ accounting) background 


A well-designed BSC includes measures that align the organisation's strategic goals across the 
functional areas of accounting/finance, marketing, management and operations (Haywood and 
Stuart 2010). A person's work background (e.g. accounting/finance versus other business 
fields) may influence the degree to which they are receptive to the change in and expansion 
cf corporate performance metrics. For instance, individuals whose work experience is in 
corporate accounting/finance might have a more difficult time de-emphasising the financial 
aspects of the BSC, and thus continue to exhibit greater short-term financial outcome bias 
than others. 

Evidence suggests that people emphasise and/or frame information related to their 
functional background (Dearborn and Simon 1957, Blaskovich and Taylor 2009). Individuals’ 
functional work areas may influence how they acquire and process information that influences 
their ultimate decision making (Hambrick and Mason 1984). That is, a person who receives 
a ‘balanced’ set of information may not actually process the information in a ‘balanced’ 
manner. 

Kagot and Zander (1992) assert that individuals who identify with a specific functional area 
become biased in the manner in which they approach problems and that this behaviour can hinder 
coordination and cooperation with other business areas. Hitt and Taylor (1991) found that upper- 
level managers’ decision making was associated with their functional background. In an enter- 
prise risk management task, Blaskovich and Taylor (2009) showed that individuals with a finan- 
cial orientation focused more on financial-related risks than individuals with varying functional 
backgrounds. In a BSC context, Haywood and Stuart (2010) revealed that individuals with finan- 
cial experience tended to emphasise the financial characteristics of decision alternatives. In their 
study, individuals’ investment decisions were directly related to their respective functional back- 
grounds. In our study, those individuals with financial work experience would be expected to be 
more apt to emphasise and focus upon the financial aspects of the BSC as compared to their non- 
financial oriented counterparts. 

Thus, we expect that individuals who are predisposed toward a financial orientation will 
provide higher ratings of the manager who has superior financial performance, regardless of 
the strategy map utilised. These financially-oriented individuals are expected to be resistant to 
the influence of the integrated strategy map, whereas the non-financially oriented individuals 
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are expected to be more receptive to this strategy map. This reasoning leads to our second 
hypothesis: 


H2: Individuals with a finance/accounting background will provide higher ratings of those man- 
agers with superior financial performance irrespective of type of strategy map; while the judgements 
of those individuals with a non-financial work background will be influenced by the type of strategy 
map. 


3. Method 
3.1. Participants 


Participants consisted of 165 working professionals who were enrolled in MBA programmes 
located in Spain and the US. As such, they had taken basic accounting courses typical of most 
MBA programmes. While the BSC was a component of those courses at both schools, the 
BSC was not given special emphasis; the BSC was presented in a descriptive as opposed to a pre- 
scriptive manner. The research was not conducted in close temporal proximity to BSC coverage in 
the programme. Eighty-three students were from Spain; 82 students were from the US. The 
average age of these participants was 32 years; 70 per cent were male. About 70 per cent 
owned stock. Sixty-nine per cent had a background in business, with 81 per cent having had 
some on-the-job balanced scorecard experience? See Table 1 for a more complete description 
of participant demographics.? 


3.2. Case materials 


Case materials were provided to participants during regular class time. Participants were not com- 
pensated for their time nor were they given class credit. However, given that the participants were 
graduate students, they appeared to be engaged in the case materials. The instructions indicated 
that participants were to assume the role of a member of a corporate personnel evaluation 
committee in a multi-division corporation. A diagram illustrating the performance goals of the 
managers was provided. That is, the divisional managers’ long-term corporate goal was to 
increase shareholder value. The short-term corporate goals consisted of technology adoption 


Table 1. Demographic profile of participants (п == 165). 


Panel A: Continuous variables 





Age (years) US Spain Total 
30 34 32 











Panel B: Discrete variables 














Level US (96) Spain (%) Total (96) 
Gender Male 68 72 70 
Female 32 28 30 
"Technical background Business 69 69 69 
Non-business 31 31 31 
Own stock Yes 88 51 69.5 
No 12 49 30.5 
OTJ BSC experience Yes 83 79 81 


No 17 21 19 
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Table 2. Preliminary scores for the balanced manager. 








Focus Criteria Score 
Development Technology adoption index 5 
Marketing Customer satisfaction 6 
Financial Return-on-investment (ROI) 5 
Process Environmental/legal issues 6 





(developmental focus), customer satisfaction (customer focus) ROI (financial focus) and 
environmental responsibility (process focus) goals. 

The committee was charged with the task of evaluating the performance of two divisional 
managers being considered for promotion and transfer to corporate headquarters. Participants 
were provided with preliminary evaluation scores for each of the short-term goals. However, 
final recommendations remained for the participants to provide. The first manager exhibited 
relatively balanced strength in each of the four BSC areas. The total point value for this 
manager was 22. The preliminary scores for the first manager are shown in Table 2. 

The second manager's strength was in the financial area, with a high ROI score. However, 
the total point value was also 22, or the same as his counterpart. The preliminary scores for 
the financial manager are shown in Table 3. 


3.3. Independent measures 


The independent measures included: (1) tolerance for ambiguity (low, high), (2) functional back- 
ground (financial, non-financial), and (3) type of strategy map provided (compensatory or inte- 
grated). To measure an individual's tolerance for ambiguity, we utilised the MacDonald (1970) 
instrument, which consists of 16 questions relating to a seven-point scale to assess individuals' 
agreement with each question. This instrument has been used extensively in the psychology 
and accounting literature (Bamber et al. 1989, Furnham and Ribchester 1995, Lowe and 
Reckers 1997, Grenier et al. 2005, Hartmann 2005). Participants’ scores were partitioned at the 
median, with participants scoring 28 or less classified as ‘low tolerance’ and those scoring 
above 28 classified as ‘high tolerance’. 

Functional work background was measured in terms of participants either having a financial 
or non-financial background. Sixty-nine per cent of the participants had financial (accounting, 
finance) backgrounds; 31 per cent had non-financial (marketing, management, operations) back- 
grounds. These percentages were consistent across schools. 

Two distinct graphic representations were provided. These strategy maps were contrasted 
based on the integral nature and dependency depicted in each strategy map. Taylor (2010) pro- 
vides similar strategy map representations. Half of the participants received a strategy map con- 
sisting of performance measures grouped into four scorecard perspectives (Kaplan and Norton 


Table 3. Preliminary scores for the financial manager. 


Focus Criteria Score 
Development Technology adoption index 5 
Marketing Customer satisfaction 5 
Financial Return-on-investment (ROI) 8 
Process Environmental/legal issues 4 
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1992). This compensatory strategy map depicts these perspectives as primarily independent silos, 
with strength in one area being able to compensate for weaknesses in another area. The second 
strategy map is more strategically-linked, conveys an integrated perspective and is more 
congruent with the BSC philosophy (Kaplan and Norton 1996). 


3.4. Control variable 


We designed our research study to include business school participants from two countries (Spain 
and the US). It was our objective to extend existing research to determine if BSC-related results 
were generalisable across cultures or whether differences exist that suggest the need for future 
research. We reasoned that acceptance of or resistance to BSC initiatives among managers may 
be dependent on individuals’ culture given that cultures have historically differed on matters 
that appear highly germane to the acceptance of a BSC approach. For instance, in collectivist cul- 
tures such as Spain, cultural mechanisms tend to promote a long-term perspective and the impor- 
tance of one's interdependence with others (Frucot and Shearon 1991, Chan et al. 2003). 
Accordingly, the traditional national values found in Spanish firms more closely conform to 
those promoted by the BSC and as such suggest the likelihood of greater acceptance of BSC 
initiatives. Conversely, the US culture is based on individual rewards and accomplishments. 
This emphasis is espoused in the idea of shareholder value, which imposes a financial orientation 
within the firm (Kaplan and Norton 1996). The BSC was instituted in the US to overcome man- 
agers’ short-term financial emphasis on current period financial measures such as net income, 
net profit margin and return-on-investment (ROI). Therefore, one might expect Americans to 
emphasise short-term, financial metrics and to be more resistant to the goals of the BSC. 
Given the potential influence of participants’ MBA programme location (Spain or the US) on 
BSC results, we included country (culture) as an experimental control variable. 


4. Results 


The research design was operationalised as a completely crossed 2^ quasi-experimental design, 
with the independent measures consisting of tolerance for ambiguity, functional background 
and type of strategy map provided; the participant’s MBA programme location served as an exper- 
imental control variable. The dependent measure is the evaluation of two divisional managers 
who were being considered for promotion and transfer to the corporate headquarters. Specifically, 
participants were instructed to, *Divide 100 points between two divisional managers, with more 
points indicating a higher evaluation as divisional managers.' The dependent measure was the 
number of points allocated to the (financial) manager with the higher ROI scores.’ The 
ANOVA results are shown in Table 4. The means (and standard deviations) related to the two- 
way interactions are provided in Table 5; the main effect means are shown in the Marginal 
columns and rows. 

Hypothesis 1 predicted that ambiguity-intolerant individuals will be more apt to focus on the 
financial measure in their BSC performance evaluations (but be resistant to the influence of strat- 
egy maps). Further, individuals with high ambiguity tolerance are predicted to be receptive to the 
integrated strategy map, resulting in relatively equal evaluation of the respective managers. The 
ANOVA results indicate a significant main effect for tolerance of ambiguity (Е = 3.917, p = 
0.05). An examination of the marginal cell means shows that ambiguity-intolerant individuals 
(56.39) assigned more points to the manager exhibiting a higher financial score than ambigu- 
ity-tolerant individuals (52.93). A significant ambiguity tolerance by strategy map interaction 
also manifests itself (F — 5.319, p — 0.022). An examination of the interaction cell means indi- 
cates that the findings are primarily driven by responses from participants in the high tolerance/ 
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Table 4. ANOVA results (dependent variable: points assigned to the higher КО] manager). 











ANOVA Table 

Source of variation Type 1SS df MS F Sig. 
Ccrrected model 3283.70 15 218.91 1.870 0.031 
Intercept 306470.29 1 306470.29 2617.784 < 0.001 
Strategy map 43.41 1 43.31 0.371 0.544 
Functional background 77.59 1 77.59 0.663 0.417 
Culture 543.71 1 543.71 4.644 0.033 
Ambiguity tolerance 458.59 1 458.59 3.917 0.050 
Strategy map * Functional background 778.58 1 778.58 6.650 0.011 
Strategy map * Culture 467.50 1 467.50 3.993 0.048 
Functional Background * Culture 87.97 1 87.97 0.751 0.387 
Strategy Мар * Ambiguity tolerance 622.75 1 622.75 5.319 0.022 
Functional background * Ambiguity tolerance 3.25 1 3.25 0.028 0.868 
Culture * Ambiguity tolerance 34.90 1 34.90 0.298 0.586 


integrated map condition (50.20). Individuals in this condition allocated 100 points essentially 
equally across division managers. Thus, the integrated strategy map had the effect of levelling 
the evaluations of these individuals consistent with both managers exhibiting 22 points across 
the four perspectives. Those intolerant of ambiguity, on the other hand, emphasised financial out- 
comes. These results provide support for H1. 

Hypothesis 2 predicted that individuals with a financial work background would place rela- 
tively greater weight on the financial measure in their BSC performance evaluations as compared. 
to individuals with a non-financial background. These financially-oriented individuals are 
expected to be resistant to the influence of the integrated strategy map that promotes balance, 
whereas the non-financially-oriented individuals are expected to be receptive to this balance-pro- 
moting strategy map. Our results indicate that, although those individuals with a financial work 
tackground provided higher ratings of the manager who scored higher on the financial measure, 
the main effect was not significant at traditional levels. 

However, the strategy map interaction with functional background was significant (F = 6.65, 
p = 0.011). Those respondents with a functional background in the financial area (e.g. account- 
ing, finance) were significantly influenced by the strategy map; however, those with a non-finan- 
cial background were not likewise affected. Specifically, financially-oriented individuals, when 
given a compensatory map, provided a mean response (58.10) that was significantly higher 
than those of participants with a non-financial background (52.07) and significantly higher 
than those with a financial background under the integrated map condition that promotes 
balance (52.44). The integrated strategy map had the effect of levelling the evaluations of 
those with a financial background. While the integrated strategy map had the intended effect, 
we had reasoned that it would affect individuals with non-financial backgrounds. Unlike our 
experience with tolerance of ambiguity, the compensatory map did not provide a neutral baseline. 
Therefore, these results provide mixed results for H2. 

We also examined the country (culture) experimental control variable to determine its 
influence on the dependent measure. The ANOVA results show a significant main effect for 
culture (F = 4.644, p = 0.033). Spanish participants gave more points to the manager exhibit- 
ing relative financial strength (56.48) than did participants from the US (52.63). In addition, a 
significant interaction between type of strategy map and culture emerges (F = 3.99, p= 
0.048). The type of strategy map had a significant effect on respondents from the US MBA 
school but did not significantly influence individuals from the Spanish MBA school. The 
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Table 5. Means, standard deviations, and cell sizes (dependent variable: points assigned to the higher ROI 
manager). 


Panel A: Ambiguity tolerance 














Ambiguity tolerance 
Low High Marginal 
Strategy map 
Compensatory 54.80 55.40 55.10 
(9.62) (12.25) n= 82 
п = 42 п = 41 
Strategy map 
Integrated 57.81 50.20 54.42 
(11.56) (10.58) n= 83 
n= 46 n= 37 
Marginal 56.39 52.93 
n= 87 п = 78 


Panel В: Functional background 


Functional background 





Non-financial Financial Marginal 
Strategy map 
Compensatory 52.07 58.10 55.67 
(12.64) (9.34) n = 82 
n= 33 п = 49 
Strategy map 
Integrated 55.57 52.44 53.76 
(13.83) (9.37) п = 83 
п = 35 п = 48 
Marginal 53.87 55.30 
n= 68 п = 97 
Panel С: Culture 
Culture 
US Spain Marginal 
Strategy map 
Compensatory 54.95 55.23 $5.09 
(11.01) (11.06) n= 82 
п = 4] п = 41 
Strategy map 
Integrated 50.31 57.70 54.05 
(9.54) (12.73) п = 83 
п = 41 п = 42 
Marginal 52.63 56.48 
n= 82 n= 83 


integrated strategy map had the effect of de-biasing responses for participants at the US MBA 
school and the effect of levelling the evaluations (1.е. 50 — 50). Thus, US participants were 
more likely to be receptive to the balancing communications of an integrated strategy map 
than Spanish participants.? 
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5. Conclusions and implications 


Multidimensional performance measurement systems were developed to overcome the tendency 
of managers to over-rely on short-term financial measures. Empirical and anecdotal evidence, 
however, has been mixed as implementations of the BSC have not always achieved their 
desired objectives. In this study we examine certain factors that might account for some of 
these mixed results. That is, we examine under what conditions (e.g. differing strategy maps, 
individual differences) initiatives may be more or less successful. 

We find that, overall, a financial emphasis still persists among many participants. However, 
our research also indicates that certain forms of corporate strategy communication can ameliorate 
that bias among individuals who have a high tolerance for ambiguity and/or have a finance/ 
accounting work background. The accounting research literature to date has paid scant attention 
to the communication of corporate strategy, although business entities incur significant costs in 
cemmunicating strategy, internally as well as externally. One of two types of strategy map exam- 
ined in this study (the integrated strategy map) exhibited a consistent moderating effect. 

This study makes several contributions worth noting. First, we examine three factors that have 
received little if any attention in the literature that may provide insight into the performance evalu- 
ation process where multidimensional performance measures are provided. It is interesting that 
much of the recent research in the BSC area has focused upon the mitigation of the common- 
measures bias (e.g. Banker et al. 2004, Libby et al. 2004, Roberts et al. 2004, Dilla and Steinbart 
2005b), while ignoring the possibilities of other factors and biases that may impact on the 
performance evaluation process. Our results suggest that the variables examined in our study 
warrant consideration for inclusion in future, related, studies. 

Second, we note that much of the recent research in the BSC area has become increasingly 
attentive to operational conditions during BSC implementation but has neglected strategy com- 
munication, which is critical to employee ‘buy-in’. An extensive organisational justice literature 
confirms that performance review-related initiatives will encounter debilitating resistance (if not 
subversion) without cogent communication and ‘buy-in’ (Johnson et al. 2008). Given that the 
primary means of communicating a BSC corporate strategy is through strategy maps, future 
research is needed to examine the plethora of variations of strategy maps in industry to determine 
their effects on the implementation and success of the BSC. 

Third, we demonstrate the role of strategy maps in communicating BSC initiatives, and ident- 
Гу the potential of a well-designed strategy map to influence ‘receptive’ individuals. An inte- 
grated strategy map was able to counter a documented short-term financial outcomes fixation/ 
bias and thereby apply a levelling process such that equivalent ratings were forthcoming to man- 
agers with equivalent overall scores. However, our study also revealed that it may not always be 
intuitive as to which individuals may be more or less receptive to the influence of strategy maps. 
More theory and experimentation is needed to better understand how strategy maps may be 
utilised effectively. 

Fourth, our findings indicate that an emphasis on short-term financial outcomes is not exclu- 
sively a North American problem. One can conjecture that this fixation is one more US export to 
the rest of the world and has occurred simultaneously with increasingly large corporate incentive 
packages based on current financial results. Alternatively, it may reflect successful past and 
current efforts by US industry and academic programmes to combat a universal short-term 
financial fixation. Given the limited research on cross-cultural effects of BSC acceptance, more 
research in this area is needed. 

Finally, the results of our study should be interpreted in light of the following limitations. 
First, this study utilised MBA students as participants, although we point out that all had sig- 
nificant prior business experience and a large majority of them had experience with the BSC. 
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Second, our participants, while motivated, may not have responded as they would have under 
real-world conditions; ours was a laboratory study with ail of its inherent limitations. Third, we 
only examined the BSC, which is only one element of an organisational MCS package (Malmi 
and Brown 2008). Future research should identify how the BSC is connected to performance 
evaluation as a whole, including other MCS such as budgeting (how the budget targets link 
to the BSC). 
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Notes 


1. Malina et al. (2007) demonstrate by econometric validation that statistically significant causal relations 
(routinely assumed by proponents of the BSC) could not be found in the BSC of the Fortune 500 firm 
they studied. However, this did not hinder its use or affect satisfaction with the BSC at the target Fortune 
500 firm. 

2. While we were interested in other demographics in addition to the ones we sought information on, we 
were careful not to ask certain personal questions that might be considered to be sensitive for partici- 
pants (e.g. family income level, personal net worth, etc.). 

3. Participant demographics may have an influence on the dependent measure either individually or by 
their interaction with other independent variables. Age was included as a potential covariate in our 
analysis; gender, stock ownership and BSC experience were included as additional discrete factors. 
Age was not found to be significant as a potential covariate. Further, none of our discrete variables 
were significant in our analysis either by themselves or in their interaction with the other independent 
variables. 

4. Pilot studies examined a number of performance outcome alternatives and resulting performance evalu- 
ation judgements and a number of projected outcomes for capital investment proposals and resulting 
investment allocation judgements, including, but not limited to, the following example. Results consist- 
ently exhibited a preference for alternatives with higher financial numbers, even when the aggregate 
score was lower relative to the other alternatives. 

5. All experimental research to some degree must abstract reality and sacrifice mundane reality. In pilot 
studies we consider more complex and elaborate cause and effect maps, which served only to 
demand significantly more research participant time-on-task. 

6. The US has the highest individualism score (91) as contrasted with the moderate to low individualism 
score for Spain (51) (see Hofstede 2009). 

7. The rationale for designing the dependent measure in this manner was to provide a more indirect or 
subtle means of obtaining participants’ performance evaluations. 

8. While these results are not intuitive, an explanation may lie in the students’ two very different business 
schools, each with its own unique MBA culture. The participating MBA school located in Spain is an 
‘elite’ world-class private institution, as evidenced by alumni high salaries and significant career 
advancement. One might speculate that students from elite schools may be more apt to equate 
‘success’ more narrowly with financial success. Thus, individuals from the ‘elite’ MBA school in 
Spain might be expected to emphasise short-term, financial metrics and to be more resistant to the 
goals of the BSC. Given the perceived influence of participants’ MBA programme location (Spain or 
the US) on BSC results, further research may be warranted. 
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We 'exploit a unique setting to examine how an accounting regulation change affects the 
asymmetric timeliness of earnings. Financial Reporting Standard No. 3: Reporting Financial 
Performance (FRS 3) changed the way listed UK companies recognised bad news through 
ordinary or extraordinary items. FRS 3 tightened the definition of extraordinary items but 
gave wider discretion in classifying exceptional items. The results were that, after FRS 3, 
the asymmetric timeliness of earnings before extraordinary items increased and the 
association of earnings conservatism with discretionary accruals was weaker. 
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1. Introduction 


This study contributes to the conservatism literature by investigating how accounting choices and 
conservatism are related. Conservatism is one of the most influential accounting conventions, 
influencing accounting practice for centuries. A caricature of earnings conservatism is 'anticipate 
no gains, anticipate all losses’ (Watts 2003). Basu (1997) defines conservatism as the tendency to 
require higher verification to recognise good news as gains than bad news as losses. Beaver and 
Ryan (2005) identify two types of accounting conservatism: unconditional (accounting-based, 
ex-ante or balance sheet) and conditional (market-based, ex-post or earnings). Understating net 
asset book values (Feltham and Ohlson 1995, Ohlson 1995) corresponds to unconditional 
conservatism, while the asymmetric recognition in earnings of good and bad news (Basu 
1997) corresponds to conditional conservatism. 

Despite extensive research, disagreement remains on the extent to which earnings conserva- 
tism affects the quality of earnings and financial reporting. Watts (2003) argues that earnings 
conservatism is pervasive and significantly benefits financial reporting. Research shows that 
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earnings conservatism controls agency problems between management and shareholders (LaFond 
and Roychowdhury 2008, LaFond and Watts 2008). Empirical studies recognise the benefits of 
conservatism in financial reporting from contracting and litigation perspectives (Qiang 2007, 
Garcia Lara et al. 2009b, Hui et al. 2009). However, standard setters typically view conservatism 
in financial reporting as undesirable because of potential conflicts between the qualitative charac- 
teristics of financial information (IASB 2008). Penman and Zhang (2002) and Hanna (2003) offer 
support for this view. 

We use Financial Reporting Standard No. 3: Reporting Financial Performance (FRS 3) 
(ASB 1992) as an example to show the extent to which a change in accounting regime con- 
strained managerial discretion and influenced the way UK companies recognised bad news 
through accruals.! No empirical study has used this unique accounting regime setting to 
test how earnings components affect the asymmetric timeliness of earnings. In contrast to 
prior studies (Pope and Walker 1999, Garcia Lara et al. 2005), we analyse how earnings 
conservatism manifested by the differential speed in recognising economic gains and losses 
was carried out through discretionary accruals, non-operating exceptional items and extraordi- 
nary items pre- and post-FRS 3. Several studies indicate that FRS 3 improved the UK's 
accounting information environment (Acker et al. 2002, Lin 2002, 2006, Athanasakou 
et al. 2007, 2010, Chan et al. 2009). However, there is little evidence of its impact on earn- 
ings conservatism, and we fill this gap. FRS 3 required firms to report key components of 
performance in the profit and loss account and tightened the definitions of and requirements 
for disclosing exceptional and extraordinary items. As such, FRS 3's provisions are likely to 
have influenced how companies communicated information to investors and classified bad 
news as losses. 

We partition earnings into cash flow from operating activities and total accruals, and divide 
total accruals into working and non-working capital accruals. Within total accruals, we esti- 
mate discretionary and non-discretionary components and partition non-working capital 
accruals into depreciation, write-downs and write-offs of fixed assets, amortisation and 
write-downs and write-offs of intangible assets, and exceptional and extraordinary items. We 
find that the asymmetric timeliness of earnings before extraordinary items increased after 
FRS 3 and the association of earnings conservatism with discretionary accruals was weaker 
after FRS 3. This suggests that FRS 3 improved the UK's financial reporting system, resulting 
in more companies reporting conservatively. These results are robust to alternative measures of 
abnormal accruals and to applying а piecewise linear accruals—cash flow model (Ball and 
Shivakumar 2005). Athanasakou её al. (2010) report that FRS 3 reduced earnings management 
through discretionary accruals. We add to this result by showing that earnings conservatism 
through discretionary accruals declined after FRS 3. Moreover, while Athanasakou её al. 
(2007) show that UK firms increased their recognition of non-operating exceptional 
items post-FRS 3, we show that aggregate non-operating exceptional items were less 
associated with earnings conservatism after FRS 3 than were extraordinary items before 
FRS 3. These findings fill a gap in the conservatism literature by showing the impact of an 
accounting standard on the reporting of bad news through earnings components subject to 
managerial choices. 

The following section reviews prior earnings conservatism studies and the UK institutional 
environment. Section 3 develops research hypotheses on the relation between earnings conserva- 
tism and accruals components and the impact of FRS 3. Section 4 explains our research method, 
including the measurement of earnings conservatism and the estimation of discretionary accruals. 
Section 5 describes the sample, while Section 6 presents empirical results on the association 
between earnings conservatism and earnings components and the impact of FRS 3. Section 7 
concludes. 
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2. Literature and institutional overview 
21 Conditional vs. unconditional conservatism 


Unconditional conservatism involves persistently understating net assets, for example through the 
immediate expensing of R&D or adopting accelerated depreciation and shorter asset lives, and is 
independent of future changes in cash flow. Several studies argue that unconditional conservatism 
limits the degree of conditional conservatism (e.g. Beaver and Ryan 2005), since firms with lower 
net asset values have less scope to write down assets. Proxies used in empirical research to 
measure unconditional conservatism include the market to book ratio, Penman and Zhang’s 
(2002) C-score, the constant term of an augmented earnings—return regression (Basu 1997) or 
Beaver and Ryan’s (2000) bias component. Conditional conservatism involves a greater degree 
of managerial discretion, as firms may use different verifiability criteria to recognise economic 
gains and losses. Garcia Lara et al. (2005) show that, in institutional contexts where there is 
weaker investor protection and less dispersed ownership structure, earnings management is a 
significant factor in earnings conservatism. Ball et al. (2000) compare the difference in timeliness 
in incorporating economic losses between common and code law countries. They argue that 
shareholder oriented countries such as the UK rely more on public disclosure to reduce the infor- 
mation asymmetry between managers and investors, resulting in greater asymmetric timeliness 
of earnings in recognising good and bad news. As it can reduce agency costs and facilitate the 
monitoring of managers, earnings conservatism is an important feature of shareholder-orientated 
countries. 

Academic research generally concludes that earnings conservatism is pervasive and has 
significant benefits for financial reporting as it addresses moral hazard problems and constrains 
managers’ opportunistic behaviour in reporting biased accounting measures. Watts (2003) 
provides four main explanations for earnings conservatism — namely, contracting incentives, 
taxation, litigation and regulation — and argues that earnings conservatism can increase firm 
value by reducing contracting and litigation costs. Empirical findings in Qiang (2007) and 
Garcia Lara et al. (2009b) support the view that reporting conservatively can reduce contracting 
and litigation costs. Hui et al. (2009) find that conservatism reduces information asymmetry, 
expected litigation costs and the frequency of management forecasts. LaFond and Roychowdhury 
(2008) and LaFond and Watts (2008) show that conservatism alleviates information asymmetry 
ty constraining managers’ opportunistic behaviour in overstating reported earnings and by 
helping investors to assess alternative sources of information for equity values. 

Empirical evidence consistently depicts earnings conservatism as benefitting investors. 
Beekes et al. (2004), Ahmed and Duellman (2011) and Garcia Lara et al. (2009a) show that 
better governed firms report more conservative earnings. Garcia Lara et al. (2009a) show that 
corporate governance is a significant determinant of firm-specific differences in earnings conser- 
vatism among US firms and that better governed firms use discretionary accruals to inform 
investors about bad news in a timelier manner. Consistent with other studies (LaFond and 
Roychowdhury 2008, LaFond and Watts 2008), their results imply that conservatism is an 
important corporate governance mechanism. 

From a contracting perspective, conservative reporting mitigates bondholder— shareholder con- 
flicts (Ahmed et al. 2002, Ball et al. 2008, Zhang 2008). Ball et al. (2008) show that debt contract- 
ing is one of the main determinants of earnings conservatism. Ahmed et al. (2002) report that firms 
facing severe bondholder—shareholder dividend policy conflicts report more conservatively and that 
more conservative firms incur lower costs of debt. Zhang (2008) also shows that conservatism 
benefits both borrowers and lenders and improves debt contracting. Specifically, Zhang finds that 
conservatism benefits lenders ex-post through the timely signalling of default risk and benefits 
borrowers ex-ante through lower interest rates. Empirical findings on the demand for earnings 
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conservatism from debt markets contrast with the views of accounting standard setters. Ball et al. 
(2008) indicate that the contrast between academic and regulator views may result from confusion 
between conditional and unconditional conservatism and their economic consequences or a 
misunderstanding that the demand for financial reporting originates mainly in equity markets. 

Analytical work by Guay and Verrecchia (2007) and Suijs (2008) suggests that the asym- 
metric timeliness of earnings affects firm values and costs of equity capital. Guay and Verrecchia 
(2007) show that a policy of full disclosure, including the timely recognition of losses, leads to 
lower costs of equity capital. Suijs (2008) shows that, in a setting with overlapping generations 
of shareholders, investing in a firm with a life cycle longer than shareholders’ investment 
horizons, the volatility of future prices determines investment risk. Thus, reporting policy 
becomes a primary determinant of investment risk and more informative disclosure of bad 
news reduces costs of equity capital by improving risk sharing across generations of shareholders. 
Based on a firm-specific conservatism measure developed by Callen et al. (2010), Garcia Lara 
et al. (2011) show that the asymmetric recognition of economic gains and losses lowers costs 
of equity capital by increasing bad news reporting precision. They find a significant negative 
relation between conditional conservatism and both excess average stock returns and implied 
costs of capital in the US over the period 1975-2003. Li (2009) shows that firms in countries 
with more conservative reporting systems have significantly lower costs of debt and equity, 
confirming that accounting conservatism provides cost-reducing benefits for firms. 

Greater earnings conservatism can also lead to improved investment efficiency (Ahmed and 
Duellman 2011, Francis and Martin 2010, Bushman et al. 2011). Francis and Martin (2010) show 
that conservatism results in more profitable acquisition decisions in the presence of agency costs. 
They find that firms reporting more conservatively make more profitable acquisitions, as evi- 
denced by ex-ante larger announcement returns, ex-post higher operating performance and 
fewer but more timely divestiture decisions. The association between timely loss recognition 
and acquisition profitability is stronger for firms experiencing greater ex-ante agency costs 
measured by stock return volatility and bid—ask spread. Ahmed and Duellman's (2011) findings 
imply that conservatism plays an important role in giving managers ex-ante incentives to reject 
negative NPV projects and in ex-post monitoring of their investment decisions, confirming the 
predictions of Watts (2003) and Ball and Shivakumar (2005). Thus, firms that adopt more con- 
servative accounting are less likely to take large special item charges in the future. Bushman 
et al. (2011) also show that earnings conservatism affects a firm's capital allocation decisions. 
Consistent with Ahmed and Duellman (2011) and Francis and Martin (2010), they find timely 
loss recognition disciplines managers' investment decisions. 

Overall, extensive evidence shows the benefits of earnings conservatism for corporate govern- 
ance, which in turn enhances accounting quality and firm value. As unconditional conservatism 
introduces biases that do not provide benefits to financial statement users (Ball and Shivakumar 
2005), we base our main analysis on conditional (earnings) conservatism. 


2.2 The institutional environment and FRS 3 


This study uses the UK setting to investigate the earnings components that drive earnings conser- 
vatism and to examine how accounting regulation can constrain managerial discretion over con- 
servative reporting. The UK. Accounting Standards Board introduced FRS 3 on 29 October 1992 
(ASB 1992). One of the ASB's key intentions was to shift investor focus from a single earnings- - 
based measure to a broader range of performance measures (Guntert 1995, Lin 2006). To achieve 
this, FRS 3 introduced several key changes. First, to highlight key components of performance, it 
redesigned the profit and loss account into a layered format. It required firms to highlight key 
components of performance, such as operating profit from continuing, discontinued and acquired 
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operations, on the face of the profit and loss account (FRS 3, §14). Second, to address concerns 
about the manipulation of earnings per share (EPS) by misclassifying exceptional and extraordi- 
nary items,” it effectively proscribed extraordinary items and tightened the requirements for 
disclosing exceptional items.? 

Third, FRS 3 changed the way firms disclosed exceptional items in the profit and loss account 
and notes. Under SSAP 6 ‘Extraordinary items and prior year adjustments’ (ASC 1986), firms 
aggregated exceptional items on the face of the profit and loss account under one heading. In 
contrast, FRS 3 required firms to distinguish operating from non-operating exceptionals and to 
attribute them to continuing or discontinued operations. Firms had to show non-operating excep- 
tionals including profit or loss on the sale or termination of an operation, costs of a fundamental 
reorganisation or restructuring, and profit or loss on the disposal of fixed assets separately on the 
face of the profit and loss account after operating profit and before interest (FRS 3, §20).* FRS 3's 
provisions gave managers wider discretion in classifying exceptional items. Empirical evidence 
shows that firms disclosed a variety of items as operating exceptionals and there was a significant 
increase in negative non-operating exceptional items after FRS 3 (Athanasakou et al. 2007, 2010). 
Lin and Walker (2000) argue that non-operating exceptionals were items that firms reported as 
extraordinary before FRS 3. 

Fourth, firms could report alternative EPS figures unaffected by the transitory nature of excep- 
tional and extraordinary items, as long as they disclosed EPS after extraordinary items at least as 
prominently as any other EPS they chose to report. There is evidence of increasing numbers of 
firms reporting alternative EPS based on pre-exceptional earnings post-FRS 3 to highlight sustain- 
able performance (Choi её al. 2007). 

Several empirical studies have examined the economic consequences of FRS 3. Acker её al. 
(2002) and Lin (2002) find improved earnings forecasts after FRS 3. Acker et al. (2002) argue 
that FRS 3's additional disclosure requirements improved current performance assessments and 
future cash flow predictions, resulting in improved analyst forecast accuracy. Lin (2006) shows 
that the additional performance components in the profit and loss account, reconciliation of move- 
ments in shareholders’ funds and alternative earnings measures were generally associated with share 
returns and provided incremental information beyond net income. Athanasakou et al. (2007) argue 
that FRS 3's provisions increased the scope for using classificatory choices to highlight persistent 
profitability, and find that the increased flexibility in classifying non-recurring items resulted in 
increased classificatory smoothing and decreased smoothing through accruals. Athanasakou et al. 
(2010) provide further evidence of a reduction in earnings management through accruals and an 
increase in the persistence of sustainable earnings following FRS 3. Chan et al. (2009) provide evi- 
dence showing that, following the introduction of FRS 3, the accrual anomaly was reduced in the 
UK, and this effect was more pronounced among companies with poorer accounting information 
quality. Their findings suggest that regulatory interventions seeking to improve accounting infor- 
mation quality can reduce the mispricing of accruals. Given FRS 3’s relevance for reported earn- 
ings, it is likely to have affected earnings conservatism. We expect that FRS 3 led to a lower 
impact of discretionary accruals on earnings conservatism as the change in the accounting 
regime led to more homogenous and less opportunistic choices by companies. 


3. Earnings conservatism, FRS 3 and hypothesis development 


The essence of earnings conservatism is to recognise economic losses earlier than economic 
gains, resulting in the asymmetric timeliness of reported earnings. The accruals process alleviates 
timing and matching problems by incorporating past and future cash flow into earnings, which 
better captures firm performance. Evidence shows that both short- and long-term accruals 
provide incremental information to the market, though they may play different roles (Dechow 
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1994, Guay and Sidhu 2001). Short-term accruals adjust operating cash flows that occur one year 
before or after accruals are recorded and generally reverse within one year (e.g. changes in inven- 
tory, debtors and creditors), while long-term accruals such as depreciation and amortisation miti- 
gate timing and matching problems over longer intervals and are the result of operating, investing 
and financing activities (Guay and Sidhu 2001). Guay and Sidhu find that long-term accruals miti- 
gate timing and matching problems in much the same way as short-term accruals but over longer 
durations. Dechow and Ge (2006) investigate earnings persistence based on the sign and magni- 
tude of accruals and argue that managers of low accruals firms are likely to make accruals adjust- 
ments to revalue net assets, resulting in the recording of restructuring charges, goodwill 
impairment and other special items.? They argue that accruals provide timely loss recognition, 
particularly through non-current accruals and the transitory nature of special items. As 
non-working capital accruals relate to changes in the value of long-term assets or liabilities — 
including depreciation, amortisation, depletion, one-time events such as asset write-downs and 
write-offs, and exceptional and extraordinary items — and are generally negative as most are 
costs or charges, we should observe non-working capital accruals and their components being 
more associated with economic losses (bad news) than working capital accruals. 

Earnings conservatism manifested through timely loss recognition is an effective governance 
mechanism that reduces managers’ ability to manipulate financial performance as it provides early 
warning signals to managers and triggers prompt investigation of reasons for bad news (LaFond 
and Watts 2008, Garcia Гага et al. 20092). Existing studies document that earnings conservatism 
measures are sensitive to earnings components. Pope and Walker (1999) find that UK firms were 
more (less) conservative than US firms based on pre-FRS 3 earnings after (before) extraordinary 
items. Pae (2007) examines a sample of over 63,000 firm—year observations in the US during 
1988—2003 and finds that earnings conservatism reflected in accruals is mainly the result of unex- 
pected (discretionary) accruals. Garcia Lara et al. (2005) document an insignificant difference in 
earnings conservatism between stakeholder- and shareholder-orientated countries and predict that 
this is the result of the effect of earnings management on reported earnings. After excluding the 
effect of earnings management from earnings, earnings conservatism remains statistically signifi- 
cant in the UK but is insignificant in both France and Germany. Their findings suggest that earn- 
ings management and earnings conservatism are correlated in stakeholder-orientated countries, 
where firms deliberately depress their earnings to reduce tax payments or to shift earnings to 
future periods. Earnings conservatism remains for UK firms after excluding the effect of earnings 
management. 

Both a firm's ordinary business operations and management judgement determine accruals 
(Basu 1997, Ball et al. 2000, Garcia Lara et al. 2005). А firm's regular business operations 
and operating growth determine non-discretionary accruals. Discretionary accruals capture 
deviations from this normal relation as the result of managers exercising their judgement 
over accounting choices and estimates within GAAP. Applying matching and revenue recognition 
provides managers with choices over discretionary accruals. Managers may manage earnings 
through accruals either for opportunistic reasons or to communicate sustainable future earnings. 

In the UK, there is evidence of companies using extraordinary items to smooth income before 
FRS 3 (Beattie et al. 1994) and to classify bad news (Pope and Walker 1999). Evidence also 
shows that UK firms used abnormal accruals to smooth earnings and communicate private infor- 
mation to the market (Peasnell et al. 20002). Athanasakou et al. (2010) argue that companies use dis- 
cretionary accruals to smooth income and highlight persistent earnings if the financial reporting 
framework does not allow them to convey private information about the firm's future performance. 
They find a reduction in earnings management through accruals after the introduction of FRS 3. 

FRS 3 outlawed extraordinary items and gave firms discretion in classifying exceptional items 
to distinguish between recurring and non-recurring income and provided an option to report 
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alternative EPS. There is evidence that users focused on earnings before exceptional items post- 
FRS 3 (Lin and Walker 2000, Choi et al. 2007), and firms increased classificatory smoothing and 
decreased income smoothing through discretionary operating accruals (Athanasakou ef al. 2010). 
The additional disclosure of earnings components, tighter definitions of non-operating excep- 
tional and extraordinary items, and the option to report alternative EPS under FRS 3 likely 
affected how firms classified bad news as extraordinary, operating exceptional or non-operating 
exceptional items. As FRS 3 reduced the need to use discretionary accruals to smooth earnings 
(Athanasakou et al. 2010), we expect that FRS 3 led to more firms using accounting choices 
to recognise losses in a timely fashion. This makes accrual models less likely to classify these 
accounting choices as discretionary accruals, which leads to our first hypothesis: 


H1: FRS 3 decreased the asymmetric timeliness of earnings through discretionary accruals. 


As explained in section 2.2, FRS 3 addressed concerns about earnings manipulation through 
the misclassification of exceptional and extraordinary items and gave companies wider discretion 
in classifying exceptional items, tightened the requirements for disclosing exceptional items and 
proscribed extraordinary items. Non-operating exceptional items post-FRS 3 were items that 
firms reported as extraordinary items pre-FRS 3 (Lin and Walker 2000). Given that FRS 3 had 
a direct impact on the reporting of non-current accruals and transitory items, we expect FRS 3 
ta have reduced the impact of non-operating exceptional items on earnings conservatism, 
giving rise to the hypothesis: 


H2: The asymmetric timeliness of earnings through non-operating exceptional items post-FRS 3 was 
lower than that through extraordinary items pre-FRS 3. 


UK companies were subject to attempts to improve the British system of corporate govern- 
ance during our test period. Foremost amongst these were the recommendations in the 
Cadbury Report (1992) on the role of non-executive directors (Peasnell et al. 2000b). To 
improve the quality and integrity of accounting information, the Cadbury Report focused on 
the board of director’s monitoring responsibilities and emphasised the role of non-executive 
directors in monitoring management. Peasnell e£ al. (2000b) find less income-increasing accruals 
management to avoid losses or earnings declines for firms with higher proportions of non-execu- 
tive directors in the post-Cadbury period. Peasnell et al. (2005) confirm the influence of board 
monitoring on the incidence of earnings management. However, Athanasakou et al. (2010) 
find that FRS 3 rather than Cadbury was responsible for their findings of an increase in classifi- 
catory smoothing and a decrease in the smoothing effect of abnormal working capital accruals. 
This alleviates concerns over the extent to which our findings on discretionary accruals may be 
confounded by the role of corporate governance in constraining earnings management.° 


4. Research methods 
Basu (1997) estimates earnings conservatism using the following model: 


Хи 


Pia 





= Qo + ај Dj + oo RET; + o D4RETI + ги, (1) 


where earnings, Хр, is scaled by prior year-end share price, Pj), RET; is annual stock return and 
Ри is a dummy variable equal to one when КЕТ is negative, zero otherwise.’ Corresponding to 
the theoretical model of Pope and Walker (1999), ао captures the cost of equity and the effect of 
prior year news and ол has an expected value of zero. The parameter а is the good news earnings 
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response and аз is the incremental earnings response to bad news. The bad to good news ratio, 
which controls for the cost of capital across time, is (a2 + a3)/a2. Because we use individual 
earnings components as the dependent variable, we make predictions only about the sign of 
the bad news slope coefficient. If earnings components reflect conservatism, the incremental 
bad news slope, a3, should be positive. 

We expect to find that non-working capital accruals contributed more than working capital 
accruals to timely loss recognition and that the effect of non-operating exceptionals post-FRS 
3 was smaller than that of extraordinary items pre-FRS 3. This would lead to a greater bad 
news coefficient (оз) for non-working capital accruals than other accruals components and for 
post-FRS 3 non-operating exceptionals than pre-FRS 3 extraordinary items. We also expect the 
magnitude of a3 for discretionary accruals to be lower post-FRS 3. 

To estimate discretionary accruals, in the spirit of Jones (1991) we run the regression 


ТАСС ы 1 АКЕЎ ы PPE; ы 
А: сое: АНЕ а, 2 
ТА Вор: 151.4 T TA T Bi Mc gj (2) 


where ТА; у, AREV;; and РРЕ, ; are total assets (05392), change in total revenues (25104) and 
gross property, plant and equipment (DS330) for firm i in industry /. Total accruals (ТАСС) is 
change in non-cash working capital plus depreciation and amortisation (DS445 + 05448 — 
DS417 + DS1012 — DS136 — DS562). Industrial classification is based on Datastream Level 3. 
Running the cross-sectional regression for each industry-year gives our estimates of 
abnormal or discretionary accruals (DACC) and of normal or non-discretionary accruals 
(NDACC) as? 


ТАСС, ; 
ij,t-] 
Оби [и 1 (А АКЕЎ ы A Я 


TA; 51-1 Воја ТА; i1 <i Bajs ТА; i -1 


РАСС; ы = -— МРАСС ы 


8) 


Regressions based оп the modified Jones model, which adjusts for changes in debtors, gives 
similar results. 


5. Sample description 


The sample comprises all December fiscal year-end UK non-financial firms over the period 
1983—2002. The sample excludes firms whose accounting periods cover more than 380 or less 
than 340 days. All relevant accounting and market data are from Datastream. The study examines 
three earnings measures: earnings before extraordinary and exceptional items (DS182); earnings 
after exceptional and before extraordinary items (DS182 + DS194 for the period 1983—1992; 
DS1087 — DS193 for the period 1993—2002); and earnings after exceptional and extraordinary 
items (DS182 + DS193 + DS194 for the period 1983—1992; DS1087 for the period 1993— 
2002). After deleting firms with missing data to estimate discretionary accruals, the final 
sample includes 6132 firm—year observations for 957 firms. Tables report pooled regression 
results and statistics based on Huber— White standard errors following Petersen (2009), clustered 
by firm and year to control for cross-sectional and time-series correlation. Untabulated results 
using Fama and Macbeth (1973) time-series and cross-sectional regressions generally lead to 
the same conclusions. To avoid the effect of outliers, we winsorise the top and bottom one per 
cent of observations in each year. 
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Table 1 reports descriptive statistics for earnings and their major components pre- and post-FRS 
3.2 For both sub-periods, mean and median earnings measures including earnings before excep- 
tional and extraordinary items (EARN1), earnings after exceptional items (EARN2) and earnings 
after exceptional and extraordinary items (EARN3) were significantly smaller than mean and 
median cash flow (CFO). Earnings and total accruals were negatively skewed. Among the accruals 
components, non-working capital accruals (VWACC) had greater negative mean, median and skew- 
ness values. Both exceptional items and extraordinary items had negative means but zero medians 
and were negatively skewed, with exceptionals skewed more post-FRS 3. Mean depreciation and 
write-offs of tangible fixed assets (WOT) and mean amortisation and write-offs of intangible assets 
(WOIT) were negative and both variables were negatively skewed, with WOIT skewed more 
pre-FRS 3. These analyses indicate that non-working capital accruals or one-off items tended to 
be associated with bad news. Abnormal accruals (DACC) are, on average, zero. 

Over our sample period UK firms experienced declining profitability measured by earnings 
ага cash flow. Means, medians and variances of earnings and cash flow differed significantly 
between pre- and post-FRS 3. Reported earnings exhibited greater variability and negative 
skewness post-FRS 3. These descriptive results imply that earnings conservatism increased 
from рге- to post-FRS 3. Mean values of discretionary and non-working capital accruals declined 
significantly or became less negative from pre- to post-FRS 3. In addition, there was a significant 
decrease in the variance of discretionary accruals. Exceptional items (EXC) were significantly 
more negative and displayed higher variability post- than pre-FRS 3, consistent with Athanasakou 
et al. (2007). Extraordinary items (EXT) had a negative mean before FRS 3 and were, on average, 
zero after FRS 3. As expected, extraordinary items effectively disappeared post-FRS 3. These 
findings suggest that exceptional and extraordinary items were generally negative and likely to 
reflect earnings conservatism. Depreciation and fixed asset write-offs (WOT) had significantly 
less negative mean and median values, significantly less variability and higher negative skewness 
post-FRS 3. Mean intangible write-offs (WOIT) were significantly more negative and volatile 
post- than pre-FRS 3. This was the result of firms capitalising and amortising goodwill following 
FRS 10 (ASB 1997). UK firms generally wrote off goodwill against reserves before FRS 10,19 


6. Empirical results 


Table 2 reports findings on earnings conservatism for the three different earnings measures pre- 
and post-FRS 3. The bad news coefficients of earnings after exceptionals and earnings after 
exceptional and extraordinary items are higher than for earnings before exceptionals and extra- 
ordinary items in both sub-periods. This indicates that UK firms tended to recognise bad news 
through exceptional and extraordinary items. IfFRS 3 reduced earnings management, the increase 
in earnings conservatism pre- to post-FRS 3 should be greater for earnings before extraordinary 
items. We find a significant difference in the incremental bad news coefficient pre- and post-FRS 3 
for earnings before exceptional and extraordinary items (0.139 vs. 0.257) and earnings after 
exceptionals (0.242 vs. 0.425) but not for earnings after exceptional and extraordinary items. 
The increase in the bad to good news coefficient is greater for earnings before exceptionals 
and extraordinary items. Overall, the results indicate that the degree of conservatism for earnings 
before extraordinary items significantly increased post-FRS 3 compared to pre-FRS 3. 
Reporting choices via discretionary accruals may have differed pre- and post-FRS 3 
(Athanasakou eż al. 2010). To examine this issue, we investigate the role of different earnings 
components and, in particular, whether there is any change in timely loss recognition through 
accruals components from pre- to post-FRS 3. In general, the results in Table 3 on accruals com- 
ponents show that the incremental bad news coefficient (аз) is positive for all accruals measures, 
with non-working capital accruals having the highest values in both sub-periods. The insignificant 
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Tasle 2. The asymmetric timeliness of earnings pre- and post-FRS 3. 





Difference in Adj. 
R 





Dependent variable Sub-period % о a оз оз 

Earnings before Pre-FRS 3 0.084 0.000 0.071 0.139  Post— Pre- 0.147 
exceptional and (12.10) (0.03) (6.91) (4.82) 0.118*** 
extraordinary items Post-FRS 3 0.073 0.004 0.003 0.257 0.158 
(EARNI) (11.44) (0.52) (0.35) (9.53) 

Earnings after exceptionals Pre-FRS 3 0.087 0.009 0.067 0.242 Post—Pre= 0.158 
(EARN2) (9.32) (0.76) (5.80) (3.71) 0.183** 

Post-FRS 3 0.053 0.032 0.019 0.425 0.140 


(4.55) (3.43) (1.79) (12.19) 


Earnings after exceptional — Pre-FRS 3 0.077 0.022 0.073 0.305  Post— Pre- 0,135 
and extraordinary items (5.82) (1.36) (5.47) (3.36) 0.119 
(EARN3) Post-FRS 3 0.053 0.0322 0.019 0.424 0.140 
(4.55) (3.43) (1.78) (12.16) 


Notes: The table reports results of the regression, 


Xu 


P; й—1 





= ag + a Di + %ВЕТь + озОиВЕТИи + га, 


where Ху denotes alternative earnings measures for firm i in year t; Ра. is prior year-end share price; RET; is annual return 
in fiscal year t, calculated as (Р„-Р/1)/Ри_1; and Dj, is a dummy variable equal to one if RET; is negative (bad news). The 
three earnings measures are: earnings before exceptional and extraordinary items (Datastream item DS 182); earings after 
exceptionals (DS182 + 05194 for the period 1983—1992; 051087 – DS193 for the period 1993—2002); and earnings after 
exceptional and extraordinary items (DS182 + DS193 + 05194 for the period 1971-1992; DS1087 for the period 1993— 
2002). The pre-FRS 3 period is from 1983 to 1992 (3140 firm—year observations); the post-FRS 3 period is from 1993 to 
2002 (2992 firm—year observations). t-statistics in parentheses are based on Huber—White standard errors clustered by 
firm and year. Difference in a3 is based on a two-sided test. *** and ** indicate significance at 1% and 5%, respectively. 


or negative o» coefficients on accruals indicate that unrealised good news was not recognised in 
earnings through accruals. 

The total bad news coefficients (0 + аз) of accruals components post-FRS 3 are about half 
those pre-FRS 3 for total, working capital and discretionary accruals, indicating that earnings con- 
servatism associated with accounting accruals and their components was generally weaker after 
FRS 3. There is a decline in the magnitude of the incremental bad news coefficient on discretion- 
ary accruals (0.125 vs. 0.040). Adjusted R-squares for accruals and accruals components are also 
lower post-FRS 3, except for discretionary accruals. The bad news slope coefficient for cash flow 
is insignificant pre-FRS 3 but significantly positive post-FRS 3. This supports the findings in 
Table 1, where cash flow from operations displays significantly lower mean and median values 
post-FRS 3. Ryan (2006) argues that economic phenomena such as abandonment options and 
deferred gains for tax purposes can explain findings of earnings conservatism through cash 
3low.!! Overall, the findings in Table 3 show that earnings conservatism through discretionary 
accruals declined post-FRS 3, supporting hypothesis 1 and suggesting that the increase in earn- 
ings conservatism post-FRS 3 operated less through discretionary accruals. The evidence implies 
that FRS 3 facilitated efficient contracting and reduced the scope for timely loss recognition 
through accounting accruals susceptible to managerial discretion. 

Table 4, Panel A reports the results of individual non-working capital items pre- and post-FRS 
3. The evidence shows that depreciation and write-off of fixed assets contributed to the timely 
loss recognition of earnings pre-FRS 3 but its effect declined post-FRS 3. The incremental 
bad news coefficient (a3) for intangibles write-offs was significantly positive post-FRS 3 
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Table 3. The asymmetric timeliness of earnings components, pre- and post-FRS 3. 





Adj. 
Dependent variable Sub-period a ол Qt a; Difference in оз x 
Total accruals (ТАСС) Pre-FRS3 —0.040 —0.009 —0.056 0.222 Post- Pre— 0.012 
(-1.97) (-0.49) (—1.90) (3.45) | -0.130* 
Post-FRS3 —0.065 0.015 -0.007 0.093 0.005 
{-5.95) (1.26) —0.40) (2.73) 
Working capital accruals Рге-ЕВ$3 0.037 —0.000 0.013 0.164 Post-Pre= 0.020 
(WACC) (2.14) (-0.02) (0.52) (2.82)  —0.103* 
Post-FRS3 0.005 0.012 0.013 0.061 0.013 
(0.79) (1.41) (3.07) (3.36) 
Non-working capital Pre-FRS3 —0.077 —0.008 —0.066 0.062 Post— Pre= 0.037 
accruals (NWACC) (-7.37) (-3.35) (-6.15) (2.31) –0.025 
Post-FRS3 —0.070 0.005 —0.020 0.037 0.008 
(-11.48) (1.22) (-1.58) (2.06) 
Discretionary accruals § Pre-FRS3 —0.006 0.004 —0.025 0.125 Post-Pre= 0.005 
(DACC) (-0.69) (0.22) (—0.46) (2.44)  -0.085* 
Post-FRS3 —0.002 0.006 0.005 0.040 0.006 
(-0.37) (0.70) (1.33) (3.40) 
Non-discretionary Pre-FRS3 —0.035 —0.013 —0.031 0.097 Post~Pre= 0.009 
accruals (NDACC) (-2.44) (-1.91) (-1.91) (3.71) | —0.045 
Post-FRS3 —0.063 0.009 -0.012 0.052 0.002 
(-6.33) (1.15) (-0.72) (1.85) 
Cash flow from Pre-FRS3 0.197 0.016 0.170 0.024 Post – Pre= 0.060 
operations (CFO) (10.63) (171) (6.64) (0.38) 0.217*** 
Post-FRS3 0.182 —0.004 0.029 0.241 0.110 


(21.40) (—0.39) (0.96) (4.93) 
Notes: The table reports results of the regression 


Xi 
2 = og + од D; + ВЕТ, + озРаВЕТи + ги, 
it-1 


where Ху denotes alternative earnings components for firm i in year 5 Pis prior year-end share price; RET;, is annual 
return for fiscal year t, calculated as (Ра — P4. .1)/Pj.., ; and Dj; is a dummy variable equal to one if RET; is negative (bad 
news). Earnings components are: total accruals (05445 + 05448 — DS417 + DS1012- DS136— 08562); working 
capital accruals (DS445 -- DS448 — DS417 -- DS1012) non-working capital accruals (total accruals minus 
working capital); discretionary and non-discretionary accruals, based on Jones’ (1991) model; and cash flow from 
operations (DS154 + 08136 — non-cash working capital Юг 1983—1952; DS1015 for 1993-2002). The pre-FRS 3 
period is from 1983 to 1992 (3140 firm—year observations); the post-FRS 3 period is from 1993 to 2002 (2992 firm- 
year observations). f-statistics in parentheses are based on Huber- White standard errors clustered by firm and year. 
Difference in оз is based on a two-sided test. *** and * indicate significance at 196 and 10%, respectively. 


(0.031, t = 4.10). These findings support the descriptive statistics in Table 1, which show that 
mean depreciation and write-down of tangibles was less negative and mean intangible write- 
offs was more negative in the post-FRS 3 period. Lin and Walker (2000) argue that non-operating 
exceptional items recognised post-FRS 3 were generally those items that firms recognised as extra- 
ordinary items pre-FRS 3. The results indicate that the incremental bad news coefficient was sig- 
nificantly positive for extraordinary items pre-FRS 3 (0.052, ¢ = 3.22) but fell and became 
insignificant for non-operating exceptional items post-FRS 3 (0.024, £ = 1.32). This supports 
hypothesis 2 that earnings conservatism operated less through non-operating exceptional items 
post-FRS 3 than through extraordinary items pre-FRS 3. Overall, non-working capital accruals, 
especially exceptionals and intangible write-offs contributed more to the timely recognition of 
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Table 4. Results for non-working capital items, pre- and post-FRS 3. 
Panel A: Non-working capital items, pre- and post-FRS 3 








Difference in Adj. 
R 





Dependent variable Sub-period а Q5 az аз оз 
Depreciation and Pre-FRS 3 —0.076 —0.007  —0.065 0.055 Post-Pre- 0.038: 
write-off of fixed (-7.42) (-2.41) (-5.84) (2.10) —0.051* 
assets (WOT) Post-FRS 3 —0.066 0.003 —0.017 0.005 0.012 
(-11.68) (0.76) (-1.18) (0.24) 
Write-off of Pre-FRS 3 —0.001 —-0.001 —0.001 0.002 Post— Pre — 0.004 
intangibles (WOIT) (-2.83) (-1.55) (-0.99) (1.13) 0.029*** 
Post-FRS 3 —0.003 0.001  —0.002 0.031 0.032 
(-2.16) (0.93) (-1.33) (4.10) 
Extraordinary items Pre-FRS 3 —0.009 0.007 -0.001 0.052 0.006 
(EXT) (-1.82) (1.50) (-0.15) (3.22) 
Non-operating Post-FRS 3 —0.013 0.012 0.014 0.024 0.007 
exceptional items (-3.06) (3.94) (3.86) (1.32) 








Panel B: Non-operating exceptional items, post-FRS 3 





Dependent variable Sub-period % Qi а оз 

Profits or losses on Post-FRS 3 —0.010 0.006 0.007 0.012 0.003 
termination of (—3.00) (1.61) (1.81) (1.06) 
operations 

Restructuring costs Post-FRS 3 —0.001 —0.000 0.000 0.001 0.001 

(-3.00) (-0.07) (0.54) (1.64) 

Profits or losses on Post-FRS 3 0.002 0.000 —0.001 0.003 0.002 

sale of fixed assets (5.94) (0.94) (-1.98) (5.40) 


The table reports results of the regression 
Хи 
рт он Би + о КЕТ, + озРиКЕТи + еп, 
i-l 


where Ху denotes alternative earnings components for firm i in year f; Ри_1 is prior year-end share price; RET; is annual 
return for fiscal year /, calculated as (Pj, — Ра )/Ри-1 ; and Dj; is a dummy variable equal to one if RET; is negative (bad 
news). Non-working capital items are: depreciation and write-off of fixed assets (DS136); intangible write-offs (DS562); 
non-operating exceptionals (051083) and extraordinary (DS193) items. Non-operating exceptionals (051083) include: 
profits or losses on terminated operations (DS1079); reorganisation or restructuring charges (DS1980); and profits or 
losses on sale of fixed assets (051081). The pre-FRS 3 period is from 1983 to 1992 (3140 firm- year observations); 
the post-FRS 3 period is from 1993 to 2002 (2992 firm—year observations). f-statistics in parentheses are based on 
Huber- White standard errors clustered by firm and year. Difference іп оз is based on a two-sided test. *** and * 
indicate significance at 1% and 10%, respectively. 


economic losses post-FRS 3. We further investigate which components of non-operating excep- 
tional items, including gains or losses from disposal of fixed assets, restructuring costs and 
gains or losses from discontinued operations, were associated with earnings conservatism after 
FRS 3. The findings in Panel B indicate that the incremental bad news slope coefficients for 
restructuring charges and disposal of fixed assets are significantly positive, supporting the evidence 
of Athanasakou et al. (2007) of a significant increase in negative non-operating exceptional items 
post-FRS 3. 

Overall, our results indicate that, after FRS 3, the asymmetric timeliness of earnings before 
extraordinary items significantly increased. This was because firms were less inclined to report 
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bad news as extraordinary or non-operating exceptional items post-FRS 3. Our findings also 
indicate a decrease in earnings conservatism through discretionary accruals resulting from 
more homogenous and less opportunistic accounting choices by companies post-FRS 3. In 
addition, non-operating exceptionals post-FRS 3 were less associated with earnings conservatism 
than were extraordinary items pre-FRS 3, a finding that appears to arise from managers having 
greater flexibility in classifying exceptional items. 

The results reported so far explore the extent to which current good or bad news, proxied by 
annual return, is contemporaneously reflected in current year earnings and its components. 
However, there may be situations in which managers deliberately delay the recognition of 
earnings components so that the market reflects some good or bad news in share price earlier 
than earnings recognise the news. We therefore test the robustness of our results by adding 
three-year lagged returns to Equation (1) to capture any delay in recognising good and bad news 
in earnings in previous years (Pope and Walker 1999). Untabulated results show that intangible 
asset write-offs and exceptional items are still the dominant components in earnings conservatism 
after controlling for prior-year news. Among non-operating exceptional items, profits and losses 
on disposal of fixed assets have the greatest impact on the asymmetric timeliness of earnings. 
Moreover, there was a decline in the magnitude of the concurrent bad news coefficient from 
pre- to post-FRS 3 for discretionary accruals. All these findings confirm our main results. 

We also run tests using discretionary working capital accruals. Working capital accruals is 
regressed on change in revenues for each Datastream level-3 industry—year. Untabulated 
results show that the effect of discretionary working capital accruals on the asymmetric timeliness 
of earnings declined significantly after FRS 3's introduction (оз =0.103 vs. 0.026).12 

As a further robustness check, we estimate the piecewise linear accruals model of Ball and 
Shivakumar (2005). As the model is based on accounting fundamentals and does not rely on 
market measures, it reduces the possibility of our results being driven by anomalous stock 
market behaviour. Untabulated results show that the asymmetry in the relation between accruals 
and cash flow was more pronounced for discretionary accruals pre-FRS 3 (0.09, ¢ = 3.51) and 
the asymmetry became insignificant post-FRS 3 (0.017, г = 0.26). This evidence supports our 
inference that earnings conservatism is attributable to discretionary accruals and the effect declined 
after FRS 3. 


7. Summary and conclusion 


This study's main purpose is to investigate how earnings components contribute to the asym- 
metric timeliness of earnings pre- and post-FRS 3. Results show that during the sample period 
the asymmetric timeliness of earnings through accruals was mainly attributable to discretionary 
accruals and one-off non-working capital accruals. The introduction of FRS 3 affected the way 
companies classified bad news as losses and the magnitude of the incremental bad news coeffi- 
cients for discretionary accruals declined. The findings indicate that FRS 3 not only reduced earn- 
ings management but also reduced the asymmetric timeliness of earnings through discretionary 
accruals. We find that conservatism of earnings before extraordinary items increased significantly 
pre- to post-FRS 3 and earnings conservatism operated less through non-operating exceptional 
items as the result of tighter definitions of exceptional and extraordinary items. In contrast to 
prior studies, we examine how accounting regulation change influenced the asymmetric timeli- 
ness of earnings through earnings components. We show that FRS 3 changed the way companies 
classified bad news through discretionary accruals and extraordinary or non-operating exceptional 
items by offering greater classificatory choices over exceptional items. 

Our empirical results on earnings components complement the earnings management 
literature, especially studies on the causes and effects of discretionary items, such as asset 
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write-downs and restructuring charges (Zucca and Campbell 1992, Francis et al. 1996). We find 
that earnings components associated with earnings management are also those that are more 
related to earnings conservatism. Earnings conservatism is closely related to earnings components 
that are discretionary and FRS 3 reduced earnings conservatism through these items. Supporting 
the view of Athanasakou её al. (2010) and Chan et al. (2009), our study shows that FRS 3 was ап 
effective standard in constraining managerial discretion through accruals. Although prescribing 
classification methods and key performance items in financial statements may reduce certain 
elements of flexibility, FRS 3 offered management more cost-effective means of signalling 
information, which improved the financial reporting environment in the UK, as evidenced by 
the finding of an increase in the degree of earnings conservatism. 
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Notes 
1. UK listed firms reported under FRS 3 from 1993 until the adoption of International Financial Reporting 
Standards in 2005. 


2. Misclassifying exceptional as extraordinary items was believed to have been a predominant practice 
before FRS 3, when EPS calculations excluded extraordinary items (Beattie et al. 1994, Guntert 1995). 

3. Statement of Standard Accounting Practice No. 3 (SSAP3; ASC 1972) required firms to report basic 
EPS on ordinary income after exceptionals and taxation. SSAP 6 (ASC 1986) provided a flexible defi- 
nition of extraordinary items. FRS 3 amended SSAP 3 on EPS and replaced SSAP 6 by eliminating 
discretion in accounting for extraordinary items and prior-year adjustments through reserves. 

4. Appendix 1 summarises the structure of the profit and loss account before and after FRS 3. 

5. Dechow and Ge (2006) show that low accruals firms with special items have lower earnings persist- 
ence and higher future stock returns and that investors’ overemphasis on the implication of accruals for 
future earnings is mainly driven by low accruals firms reporting special items, implying that the market 
misunderstands the transitory nature of special items. 

6. Weacknowledge, however, that our findings may be driven by improvements in corporate governance 
during our sample period and we leave this for future research. 

7. Basu (1997) reports results using prior fiscal year-end price with different measures of return, including 
a return window of [—9, +3], fiscal year-end returns and market-adjusted returns, with similar results. 
In this study, we use fiscal year-end returns. 

8. Following prior research, we require a minimum of six observations for each cross-sectional industry 
regression. 

9. To assess differences in our main variables of interest pre- and post-FRS 3, we employ a Kolmogorov— 
Smirnov two-sample test, which is a non-parametric test that is sensitive to any differences in statistical 
moments between sample distributions. Untabulated results show that there were significant 
differences in the distributions of all the variables in Table 1 pre- and post-FRS 3. 

10. The accounting treatment of goodwill was debated over several years in the UK before the adoption of 
IFRS. FRS 10 required companies to amortise goodwill over its useful life. Under IFRS, UK listed 
companies implement impairment tests on an annual basis instead of amortising goodwill. It is 
likely that goodwill impairment is more sensitive to good and bad news than is goodwill amortisation. 

11. Managers may exercise an abandonment option and liquidate loss-making operations, making losses 
more transitory than profits. This may affect cash flow and explain the asymmetric timeliness of cash 
flow from operations. In addition, high-performing firms may defer gains to reduce current year tax 
payments, while low-performing firms may realise losses quickly for tax purposes. This may also 
induce asymmetric timeliness in cash flow. The reason for the association between FRS 3 and the 
cash flow component of earnings remains an area for further research. 

12. Аза further robustness check, we also estimate normal and abnormal accruals based on a version of 
Jones’ (1991) model augmented to account for the role of accruals in the asymmetrically timely 
recognition of gains and losses (Ball and Shivakumar 2006). This check supports our conclusions. 
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Appendix 1. А comparison of the profit and loss account pre- and post-FRS 3 


Pre-FRS 3 Post-FRS 3 

Total tumover (revenue) Total tumover (revenue) from continuing operations 
Less: total operating costs and expenses Less: total operating costs and expenses from 
Operating profit* continuing operations 


(1) Operating profit* from continuing operations 
Total turnover (revenue) from acquired operations 
Less: total operating costs and expenses from 
acquired operations 

(2) Operating profit from acquired operations 
Total turnover (revenue) from discontinued 
operations 

Less: total operating costs and expenses from 
discontinued operations 

(3) Operating profit from discontinued operations 
Operating exceptional items" are included in (1), (2) 


or (3) 
Total operating profit = (1) + (2) + (3) 
Exceptional items Non-operating exceptional items? 
Taxation Taxation 
Extraordinary items Extraordinary items? 
Profit Profit 
EPS: after exceptional but before extraordinary EPS: after exceptional and extraordinary items 
items Alternative EPSs° (at company's discretion) 


Notes: " Before FRS 3, most UK firms did not report operating profit. Operating profit was normally shown as an aggregate 
amount if firms chose to report it. FRS 3 referred to the term operating profit but did not define it. To highlight important 
components of financial performance, FRS 3 required companies to separately disclose operating profit from continuing 
operations, acquisitions and discontinued operations, using a multi-column format. 

Exceptional items are *material items which derive from events or transactions that fall within the ordinary activities of 
the reporting entity and which individually or, if of a similar type, in aggregate, need to be disclosed by virtue of their size 
or incidence if the financial statements are to give a true and fair view' (FRS 3, $5). FRS 3 sub-divided exceptional items 
into operating and non-operating exceptional items. Operating exceptional items were reported above operating profit and 
non-operating exceptional items were reported below operating profit. 

* Non-operating exceptional items include (FRS 3, 820): 

0) Profits or losses on the sale or termination of an operation; 

(ii) Costs of a fundamental reorganization or restructuring having a material effect on the nature and focus of the 
reporting entity's operations; and 

(iii) Profits or losses on the disposal of fixed assets.’ 

4 FRS 3 defined extraordinary items as ‘material items possessing a high degree of abnormality which arise from events or 
transactions that fall outside the ordinary activities of the reporting entity and which are not expected to recur. They do not 
include exceptional items nor do they include prior period items merely because they relate to a prior period’ (FRS 3, §6). 
Based on the definition of ordinary activities in FRS 3, it was almost impossible for a company to identify any events or 
transactions that are not part of a company’s ordinary activities. Therefore, FRS 3 adopted a much narrower definition of 
extraordinary items than before and implicitly outlawed extraordinary items. Special items previously classified as 
extraordinary items were categorised as non-operating exceptional items. 

* FRS 3 allowed firms to report alternative earnings per share provided (FRS 3, §25): 

“Ч) the assumptions on which they were based were explicitly disclosed; 

(Н) the reasons for reporting an alternative EPS were explained; and 

Gii) it was presented consistently over time." 
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Creative Accounting, Fraud and International Accounting Scandals, edited by Michael 
Jones, Chichester, Wiley, 2011, xvi and 550 pp., £50, ISBN 978-0-470-05765-0 


First a clarification: the title is potentially misleading. It is not referring to *fraud' in the general 
sense (as in the general offence of fraud under the Fraud Act 2006) or to ‘international accounting’ 
(phew!). Instead, it refers to the manipulation of accounting information, which may be either 
‘creative’ (legal, in the sense of within the rules, but, nevertheless, deliberately misleading) or 
‘fraudulent’ (unlawful and perhaps unnecessarily crude to the purist) and is a survey and analysis 
of accounting scandals (frauds which involve misleading accounting information) both across 
countries and time. 

The use of accounting information as a means to mislead is an interesting one, far more 
stimulating to some of us than the presentation of a ‘true and fair view’ of economic transactions. 
It presents two groups of intellect pitted against one another: one attempting to mislead, the 
other attempting to ‘read between the lines’ and abstract the truth. As a consequence, it is 
ever-changing and developing. What may have been considered innocuous or even ‘good 
accounting’ at one point in time may later be found to be exploited, exposed and, if enough 
pressure placed on regulators, outlawed. The ‘creative accountants’ then have to move on and 
look for opportunities elsewhere. The effect is that, what is acceptable at one point in time 
may not be the next. For example, secret reserves were allowed until the 1950s in the UK, 
even regarded as good and desirable, as they were super-conservative. Now, of course, they 
are considered to be misleading. 

It is difficult to generalise much further than this. The history of creative and fraudulent 
accounting is essentially unique to each country not just because of cultural differences but the 
regulatory and capital market contexts may be quite different. Of course, personal motives and 
general economic influences may be similar. For instance, different types of fraud are likely to 
occur at different stages in the trade cycle. During a boom ‘income smoothing’ may occur; at 
its peak and during the start of the subsequent recession, overstatements of income and net 
worth are likely; and later, when the company is expected to do badly, “big-bath’ accounting, 
to help the apparent turnaround. (What remarkably polite terms for lying!) 

It should not be thought that creative and fraudulent accounting is totally bad. The accoun- 
tancy profession received some good publicity from it as a result of Enron её al. For the first 
time in many years, there was an increase in the popularity of accounting degree courses. The 
corporate scandals made it appear to be an exciting and glamorous occupation and an easy 
way to make money. Through Sarbanes-Oxley, the accounting scandals (and that’s what they 
were) of the early 2000’s in the US also created a lot of extra business for those with whom 
the American public had lost faith. If the Big Four weren’t already a cosy monopoly, they 
certainly were afterwards. 
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The circumstances in which financial information will be used to mislead are many — in 
precisely the same number as those in which they are used to inform and form the basis of 
decisions: for instance, the avoidance and evasion of tax, stretching from cash payments by 
one man businesses to transfer pricing by multinational corporations, the misleading of 
regulators, and influencing the negotiation of contracts and prices etc. The emphasis here is 
very much on the manipulation of accounting information for investors and it is in this context 
that Michael Jones and his colleagues present their analysis. In order to understand the 
phenomenon, it is necessary to understand to some extent the technicalities of how it is done. 
As with many things, ‘the devil is in the detail’. This is particularly so with creative and fraudulent 
accounting, and Jones and company provide the necessary detail by a careful selection of 
instructive cases. They also make clear the fraudsters’ objectives, the regulatory framework 
and provide the necessary historical context as to how the current ‘state of the art’ has derived 
and, because of this, why it may be different across countries. Jones has written the first 
section: setting the scene, the basics, motivation, the theoretical context etc. This is quite intro- 
ductory, fine as a student text. For the second section, he has brought together experts to 
provide descriptions and analyses of accounting scandals in the following countries: Australia, 
China, Germany, Greece, India, Italy, Japan, the Netherlands, Spain, Sweden, the UK and the 
USA. These are effectively research reviews which require a more advanced understanding of 
some the accounting techniques that are covered in the first section. Nevertheless, they provide 
valuable insights into the practices in those countries. 

Jones has put together what will be regarded as the authority for years to come. Great effort 
has been placed on making the book as comprehensive as possible and it is admiringly organised. 
Whilst cross-sectionally it is particularly authoritative, it is, and can only be, sketchy across time 
and industry examples (e.g. Hollywood accounting) are generally omitted. Already, it is over 500 
pages! Nevertheless, Jones does leave some unanswered questions, not least why auditors find it 
so difficult to be independent. Why did Arthur Andersen collapse over the Enron scandal? It was 
the largest accounting firm in the world attracting some of the ablest intellects. Certainly, once its 
clients’ stock prices started falling because it was their auditor (the equivalent to a run on a bank) it 
would have been difficult to recover. But why? Was it known to be corrupt? We will not always 
agree with him, either. For example, he cites as one of the ways to reduce the potentiality for 
creative accounting and fraud is to raise accountants’ awareness of the ethical issues involved 
by including it in the professional exams. I doubt it. I do not see how accountants can devise 
schemes to deliberately mislead without realizing what they are doing. I am reminded of 
Michael Lewis’s surprise at the reaction to his book (Lewis 1989) on the shenanigans on Wall 
Street by many of his younger readers. It was not indignation and disgust at what went on 
there as he expected but requests from them for more information as to how to do it! I hope 
this will not be the reaction to Michael Jones’s excellent book. 
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THIRD GLOBAL ACCOUNTING AND ORGANIZATIONAL CHANGE RESEARCH 
CONFERENCE 2012 


Sunway Resort City, Kuala Lumpur, Malaysia 14—17 July 2012 
Electronic submission deadline (full papers only): 6 January 2012 


Notification of acceptance of papers: 6 April 2012 


We are pleased to announce that the third biennial international conference of the Global Accounting and 
Organizational Change Research (GAOCR) network will be held at Sunway University in July 14-17, 
2012. The theme of the conference is “The role of accounting in promoting good corporate governance 
and sustainable management.” 


The GAOCR network is committed to high-quality research on contemporary issues in organizational 
and accounting change. It aims to provide a platform for international researchers and practitioners from 
multiple disciplines to disseminate information on organizational and accounting systems change. The 
2012 conference will be organized by Sunway University in association with La Trobe University (Australia) 
and the Journal of Accounting & Organizational Change. 


Papers are sought from a variety of theoretical and methodological perspectives. We welcome manuscripts 
fom any emerging and developed economies both in the public and private sectors on the following areas: 
Pole of accounting in sustainable management; Accounting for good governance; Accounting and economic 
aevelopment; Accounting as a force for social change; Accounting and accountability in social ventures; 
Financial innovation, sub-prime mortgage and the change in financial regulation; Governance, accounting 
and performance measures adopted by nonprofit organizations; Management control systems change; 
Performance management and the Balanced Scorecard; Changes in social and environmental accounting, 
sustainability and performance reporting; Accounting change in transitional and developing economies; 
Professional ethics, risk and ethical management; Public sector reform and accounting change; Corporate 
failure and auditing change; International donor agencies, development economics and accounting change, 
Change in accounting education. These themes are only indicative. Papers outside of these themes with 
relevance to understanding the role of management control systems in organisational (and social) 
change are welcome. 


Keynote speakers: 
1. Professor Aziuddin Ahmad, Selangor International Islamic University College, Malaysia 
2. Professor Irvine Lapsley, The University of Edinburgh, UK 
3. Professor Mike Shields, Michigan State University, USA 


All papers will be subject to a double-blind review process. Submit your paper via email to Dr. YF Foo at 
gaoc2012@sunway.edu.my with a copy to Professor Zahirul Hoque at jaoc@latrobe.edu.au. There is no 
submission fee. 


Submission details and conference information are available at http://www.sunway.edu.my/GAOC2012. 
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A conceptual framework of impression 
management: new insights from psychology, 
sociology and critical perspectives 


DORIS M. MERKL-DAVIES** and NIAMH М. BRENNAN? 


“Bangor Business School, Bangor University, Bangor, Gwynedd 11.57 2DG, UK; "Quinn School of 
Business, University College Dublin, Ireland 


In this paper we develop a conceptual framework, based on the concepts of rationality and 
motivation, which uses theories and empirical research from psychology/behavioural finance, 
sociology and critical accounting to systematise, advance and challenge research on 
impression management. The paper focuses on research that departs from economic concepts 
of impression management as opportunistic managerial discretionary disclosure behaviour 
resulting in reporting bias or ‘cheap talk’. Using alternative rationality assumptions, such as 
bounded rationality, irrationality, substantive rationality and the notion of rationality as a 
social construct, we conceptualise impression management in alternative ways as (1) self- 
serving bias, (2) symbolic management and (3) accounting rhetoric. This contributes to an 
enhanced understanding of impression management in a corporate reporting context. 


Keywords: discretionary narrative disclosures; impression management; rationality 


1. Introduction 


This paper identifies and challenges assumptions on the rationality and motivation for managerial 
:mpression management and organisational audiences’ responses to it, in order to disrupt the 
zeproduction and continuation of the line of reasoning inherent in the predominant economics- 
based perspective on impression in a corporate reporting context. The concept of impression 
management originates in social psychology and is concerned with ‘studying how individuals 
present themselves to others to be perceived favourably by others’ (Hooghiemstra 2000, 
p. 60). Using a dramaturgical metaphor, Goffman (1959) explains impression management as 
the performance of self vis-d-vis an audience. Accounting research applies the concept of 
impression management in a corporate reporting context to explain discretionary narrative 
disclosures. Management is assumed to strategically ‘select ... the information [in corporate паг- 
rative documents] to display and present . . . that information in a manner that is intended to distort 
readers’ perceptions of corporate achievements’ (Godfrey её al. 2003, p. 96). 
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The predominant perspective on impression management in a corporate reporting context is 
informed by economics-based theories, particularly agency theory (Merkl-Davies and Brennan 
2007). Agency theory focuses on the relationship between managers and investors, which is 
characterised by contractual obligations and utility maximisation. Both managers and share- 
holders are regarded as rational, self-interested decision-makers. This means that decision- 
making is assumed to correspond to mathematical models; motivation is perceived in strictly 
utilitarian terms. Corporate reporting and investment decisions are taken on the basis of cost— 
benefit calculations and involve responding to inputs from the external environment. Since man- 
agers operate ‘in an environment in which their remuneration and wealth is linked to the financial 
performance of the companies that employ them, management has economic incentives to 
disclose messages that convey good performance more clearly than those conveying bad 
performance’ (Rutherford 2003, p. 189). Agency theory provides a narrow view of impression 
management, as it focuses solely on the relationship between managers and investors, focuses 
on reporting bias with respect to the financial performance of the firm, and conceptualises 
impression management as the strategic use of discretionary narrative disclosures. The role of 
corporate reporting in mediating the relationship between management and stakeholders and 
biased reporting of social and environmental performance are ignored. The relationship between 
managers and investors is regarded solely in terms of market exchange (Mouck 1995). 

In this paper, we put forward four explanations for discretionary narrative disclosures; the first 
(1) is based on economic perspective, discretionary narrative disclosures are regarded as oppor- 
tunistic impression management. Managers are assumed to manipulate the presentation and dis- 
closure of information in corporate narrative documents resulting in reporting bias in order to 
mislead investors about organisational outcomes. Investors are assumed to be unable to assess 
the reporting bias in the short term. Three alternative explanations of discretionary narrative 
disclosures are (2) incremental information, (3) hubris or (4) retrospective sense-making (see 
Figure 1 for an overview of the four alternative explanations of discretionary narrative disclosures). 
The incremental information explanation is based on an assumption of investor rationality and 
semi-strong market efficiency. The efficient market hypothesis states that all market participants 
have rational expectations about future returns, which implies that, on average, the market is 
able to assess reporting bias (Hand 1990). This assumes that biased reporting (including impression 
management) would lead to higher cost of capital and reduced share price performance. As 
managers’ compensation is linked to share price performance, managers have no economic 
incentives to engage in impression management. Advocates of the incremental information expla- 
nation deny the existence of impression management (Baginski её а!. 2000, 2004). Discretionary 
disclosure strategies, such as the disclosure of pro-forma earnings or the adoption of a positive 
tone in corporate narrative documents, are thus interpreted as useful incremental information, 
rather than impression management. 

Biased reporting can also be the result of managerial hubris. The word ‘hubris’ originates in 
ancient Greek mythology where it is used to describe the flaws (hamartia) of rulers or heroes. It 
refers to excessive pride in individuals, which manifests itself in a subconscious cognitive bias. 
Such individuals in positions of power may irrationally take actions or make decisions that 
prove to be risky or grandiose, but which they believe are within their control. Corporate narra- 
tives may exhibit signs of ‘narcissistic speak’ (Amernic and Craig 2007, p. 27), a key precursor to 
hubris. Owen and Davidson (2009) develop a set of 14 indicators of hubris. Individuals who 
exhibit three or more of these are regarded as suffering from hubris syndrome. Whereas 
impression management constitutes opportunistic managerial behaviour with the purpose of 
manipulating organisational audiences’ perceptions of the firm and its performance, hubris con- 
stitutes self-deception or egocentric bias. Egocentric bias is ‘a dispositional tendency to think of 
oneself in a favourable light’ (Barrick and Mount 1996, p. 262) and arises from the desire to 
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protect one’s self-esteem. This results in managers being biased towards their own performance. 
Finally, in an accountability context, particularly in the annual report, discretionary narrative 
disclosures may also be the result of managerial retrospective sense-making. This entails man- 
agers providing an account of organisational actions and events by retrospectively assigning 
causes to them (Aerts 2005). 

The objective of the paper is to identify, classify and challenge assumptions regarding the 
rationality and motivation of managers and organisational audiences. For this purpose, we 
provide a conceptual framework of impression management in a corporate reporting context. 
Conceptual frameworks define the main ideas in an area of study and the network of relationships 
between them (Callahan 2010). Focusing on two key concepts, namely rationality and motivation, 
we relate relevant theories and empirical research in order to systematise, advance and challenge 
research on impression management. The literature is either silent, or in some cases confused, 
about the often implicit theoretical underpinnings and assumptions underlying the research. In 
particular, assumptions regarding the rationality of managers and organisational audiences, man- 
agerial motivation to engage in impression management, reasons for susceptibility to impression 
management and manifestations of impression management in corporate narrative documents are 
not spelled out. We develop a taxonomy based on four perspectives, namely: (1) the economic, (2) 
the psychological /behavioural, (3) the sociological, and (4) the critical, which provide alternative 
ways of conceptualising impression management in a corporate reporting context (see Figures 1 
and 2). The alternative perspectives put forward in the paper are not necessarily competing 
explanations. Rather, they represent different ways of seeing the same phenomenon. 

The paper makes the following five contributions to the literature. First, the range of assump- 
tions underlying prior research is made explicit in section 2 of the paper and is analysed by refer- 
ence to preparers and users of corporate narrative reports in Figures 1 and 2. Second, the 
inconsistencies in some of these assumptions are also identified in section 2. Third, a taxonomy 
is put forward in sections 3 and 4 that is split into a preparer and a user perspective. Fourth, by 
making the implicit assumptions of prior research explicit, we contribute to an enhanced under- 
standing of impression management in a corporate reporting context. As discussed in section 5, 
this can be used in future research to make predictions and interpret results (Koonce and Mercer 
2005). Finally, by identifying and challenging the assumptions underlying the predominant econ- 
omics-based perspective, which entails ‘taking something that is commonly seen as ... natural 
and turning it into something problematic’ (Sandberg and Alvesson 2011, p. 32), researchers 
can generate more informed and novel research questions such as those set out in section 5. 

Section 2 discusses the assumptions regarding the rationality of managers and organisational 
audiences and their impact on explanations of discretionary corporate narrative disclosures. 
Further, the motivation for engaging in and being susceptible to impression management and 
their impact on the way impression management in corporate narrative documents is conceptual- 
ised is discussed. The taxonomy of prior impression management research is set out in section 3 
(preparer perspective) and section 4 (user perspective). The paper concludes in sections 5 and 6 by 
considering opportunities for future research based on the insights generated from this analysis. 


2. Theoretical assumptions of prior research 


This section contrasts the concept of economic rationality that underlies economics-based 
impression management research with alternative views of the decision-making of managers 
and organisational audiences by discussing insights from academic disciplines concerned with 
‘the study of men as they live and move and think in the ordinary business of life’ (Marshall 
1962; quoted in Maital 2004, p. 1), particularly cognitive and social psychology, behavioural 
economics/finance, sociology and critical perspectives. 
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Figure 2. Contrasting predominant and alternative perspectives on responses to impression management. 
Key: Shading represents impression management, the primary focus of this paper 


2.1 Rationality 


Economic rationality originates in rational choice theory and expected utility theory. Rational 
choice theory assumes that all choices are made intentionally and strictly opportunistically, 
iaking account of the expected consequences of each choice (Zarri 2009, p. 4). Expected 
utility theory assumes that economic actors are highly rational utility maximisers who compute 
ће likely effect of any action on their total wealth and choose accordingly. Economic rationality 
thus entails making choices that maximise satisfaction, given preferences (Zarri 2010, p. 562). 

Economic rationality is what Simon (2000, p. 26) refers to as “perfect” rationality’ and Mumby 
and Putnam (1992, p. 469) refer to as ‘pure rationality’. It is prospective in the sense that it involves 
prospectively generating options. It is economic in the sense that the goals of economic actors are 
material gain. Economic rationality thus involves prospectively selecting the best possible alterna- 
zive for maximising utility. The preferences of economic agents are regarded as well-defined, stable 
and self-centred. АП actions are driven by the desire to maximise objective utility functions. When 
making decisions, economic agents use all the information available (Zarri 2009, p. 1). However, 
the concept of economic rationality is not an adequate description ofthe behaviour of managers and 
investors in relation to the provision and dissemination of information in corporate narrative docu- 
znents. It is abstracted from the real world, which is characterised by 


uncertainty and imperfect knowledge; ambiguous and heterogeneous expectations, abilities, and 
preferences on the part of both management and all the groups which interact with the firm; competing 
and conflicting demands upon the firm; and dynamic and obscure relationships between strategies and 
outcomes (Hines 1989, p. 65). 
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Decision-making in the real world is thus influenced by both internal and external factors, 
such as memory and time constraints, beliefs about oneself and others, and social rules and 
norms. Psychology research shows that managers and investors may suffer from cognitive and 
social biases and limitations that affect their decision making. Decision-making in real-life situ- 
ations is characterised by bounded, rather than pure rationality. Bounded rationality (Simon 1972, 
2000) takes into account that economic actors make decisions based on incomplete information, 
by exploring a limited number of alternatives, and by attaching only approximate values on out- 
comes (Mumby and Putnam 1992, p. 469). Decision-making in the real world is not determined 
by ‘some consistent overall goal and the properties of the external world, [but rather] by the “inner 
environment” of people’s minds, both their memory contents and their processes’ (Simon 2000, 
р. 25). This results in satisfactory, rather than optimal outcomes. Bounded rationality thus consti- 
tutes a modified form of ‘pure’ or economic rationality based on satisficing, rather than optimising 
(Mumby and Putnam 1992). Bounded rationality explains why investors are prone to cognitive 
and social biases and thus are susceptible to impression management. It explains why managers 
may assess their own abilities in a biased manner manifesting itself in hubris — ‘exaggerated pride 
or self-confidence’ (Hayward and Hambrick 1997, p. 106). 

Both economic rationality and bounded rationality regard decision-making as a cognitive 
activity that excludes affective components. Research in behavioural finance and psychology 
suggests that emotional factors play a significant role in decision making. For example, decision 
outcomes may be enhanced by drawing on emotional resources, such as ‘gut feeling’. By contrast, 
feelings such as anxiety and stress may negatively affect decision outcomes. In real-life situations, 
decision-making is likely to be a holistic process that combines cognitive and emotional factors 
(see, for example, Daniel её al. 2002).! 

Both economic rationality and bounded rationality are types of instrumental rationality or 
rationality of means, which involves ‘applying appropriate reason to choose the best possible 
means to attain one’s ends’ (Tomer 2008, p. 1704). In this context, decisions not based on the 
best possible means to achieve given ends are considered irrational. Decision making always 
takes place in a social context and is thus influenced by social norms and rules. This requires a 
shift from instrumental rationality to substantive rationality, which is concerned with ideals, 
goals and ends that are pursued for their own sake, such as equality, justice, freedom and respect 
for the environment (Weber 1968). Substantive rationality is a rationality of ends, which involves 
applying appropriate reason to achieve these ends (Bolan 1999, p. 71). In the context of corporate 
narrative reporting, substantive rationality addresses mainly social and environmental issues, 
such as fair trade, equality in the workplace and pollution. Firms are assumed to engage in 
impression management during incidents that violate social norms and rules, such as accidents 
(e.g. Hooghiemstra 2000), product safety and health incidents (Elsbach 1994) and corporate scan- 
dals (Breton and Cote 2006, Linsley and Kajüter 2008). In addition, critical researchers regard the 
notion of rationality as socially constructed (Hines 1989, Lodh and Gaffikin 1997). When making 
decisions, managers give the impression of rationality in order to be seen to conforming to the rules 
and norms of society and to forestall the interference of external agencies in the operation of the 
organisation (Hines 1989). This may entail the use of accounting logic (Broadbent 1998) to per- 
suade organisational audiences of the validity and necessity of potentially controversial actions 
and decisions, such as privatisation (Craig and Amernic 2004b, 2006, 2008). 


22 Motivation 


Explanations of the behaviour of managers and organisational audiences depend on the way in 
which the relationship between the organisation and its environment is conceptualised.” Both 
managers’ motives to engage in impression management and investors’ motives to act on the 
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information provided can be regarded as independent of or dependent on institutional and social 
context. Impression management and responses to it can thus be regarded as determined by 
economic (e.g. utility maximisation) or psychological (e.g. the desire to maximise rewards and 
minimise sanctions, peer pressure) factors or external constraints, such as social norms and 
tules (e.g. social legitimacy) or belief systems (e.g. capitalism). 

The concept of economic rationality that underlies the majority of impression management 
research assumes that managers are driven to provide corporate narrative disclosures and to 
engage in impression management by utility maximisation, i.e. increased compensation in the 
form of salary and bonuses. A similar assumption is made in relation to investors’ motives to act 
on the information provided, being driven by expectations of future cash flows. Economic 
agents may engage in rational behaviour, in the sense that they choose the best possible means 
to achieve their ends, but the ends are not necessarily ‘what economists had supposed’ (Camerer 
et al. 2003, p. 1216; quoted in Zarri 2009, p. 2). By contrast research in social psychology indicates 
that impression management may be motivated by the social ‘presence’ of others whose behaviour 
management is trying to anticipate (Allport 1954, p. 5). Managers may be prompted to engage in 
impression management anticipating that shareholders and stakeholders may otherwise respond in 
undesired ways, for example in the form of unfavourable analyst reports, credit ratings or news 
reports (Prakash and Rappaport 1977) or in the form of withdrawing community support from 
the firm. Impression management thus serves to counteract such possible negative consequences 
by controlling the perceptions of organisational audiences either by biasing the presentation or 
disclosure of information before it is released (reporting bias) or by biasing the descriptions of 
causality of organisational actions and events (self-serving bias). 

Alternatively, managers may be prompted to engage in impression management in order to 
respond to the concerns of various stakeholder groups (stakeholder theory) or to conform to 
social rules and norms (legitimacy theory) (Ng and Tseng 2008). Managers may adopt strategies 
to make their organisational processes or institutionalised practices appear to conform to social 
norms and rules (symbolic management) (Boland and Pondy 1983, p. 223, Ashforth and Gibbs 
1990). This is particularly prevalent with respect to social and environmental reporting, where 
managers may use rhetoric to persuade organisational audiences of the environmental credentials 
of the organisation (Livesey 2002, Alexander 2009). In this case, impression management is 
regarded as addressing the substantive rationality concerns of external parties. Managers may 
engage in impression management as a means of legitimising actions and in order to justify 
decisions (Hooghiemstra 2000, Aerts and Cormier 2009), to deflect criticism (Prasad and Mir 
2002) or to forestall interference by external parties such as trade unions, government agencies 
and environmental groups (Hines 1989). 

In the same vein, investor behaviour may be determined by social context and is thus driven 
by the behaviour of others, manifesting itself in peer pressure and need for group acceptance. 
Investment decisions can be regarded as influenced by consensus judgements and by herd behav- 
iour. As investors operate in a social context, their decisions may be influenced by social norms 
and rules. This means that they may be guided by substantive rationality in the sense that they use 
appropriate reason to pursue ends for their own sake, such as investing in companies addressing 
social and environmental concerns (Nicholls and Paton 2010). 


2.3 Concepts of impression management 


Assumptions of rationality and motivation impact on the way impression management is concep- 
tualised. Economic rationality assumes that impression management is regarded as the result 
of rational purpose-driven behaviour of managers who aim to maximise their utility. It entails 
managers introducing reporting bias into corporate narrative documents by manipulating the 
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presentation and disclosure of information. By contrast, if impression management is regarded as 
prompted by the (imagined) presence of shareholders and stakeholders who judge managerial per- 
formance, it is conceptualised as self-serving bias executed by attributing positive organisational 
outcomes to internal factors and negative organisational outcomes to external circumstances 
(Aerts 1994, 2001; Clatworthy and Jones 2003). 

Alternatively, if impression management is regarded as addressing the substantive rationality 
concerns of organisational audiences, it is conceptualised as symbolic management. Ashforth and 
Gibbs (1990) differentiate between substantive and symbolic management. Substantive manage- 
ment entails a real change in organisational processes or institutionalised practices, including cor- 
porate reporting. This includes normative, coercive or mimetic isomorphism and involves, for 
example, increasing the quantity and quality of environmental information provided as the 
result of stakeholder demand, increasing environmental awareness in society or environmental 
reporting practices by other firms. By contrast, symbolic management entails adopting strategies 
that make the organisation appear to respond to stakeholder concerns or to be congruent with 
society’s norms and expectations. Symbolic management strategies include: (1) espousing 
socially acceptable goals, (2) redefining means as ends, and (3) ceremonial conformity (i.e. adopt- 
ing specific practices considered consistent with rational management, even though they do not 
improve organisational practices). Firms facing a major legitimacy threat engage in symbolic 
management by separating the negative event (e.g. fraud, scandal, product safety issue) from 
the organisation as a whole by normalising accounts (e.g. excuse, apology, justification) and stra- 
tegic restructuring (e.g. executive replacement, establishment of monitors or watchdogs). Finally, 
if rationality is regarded as a social construct which lends legitimacy to decisions and actions, then 
impression management entails conveying an image of organisational rationality by means of 
retrospectively assigning causes to events or by means of using accounting concepts or 
numbers to frame managerial decisions or organisational outcomes (Aerts 2005). 


2.4 Development of taxonomy 


We develop a taxonomy based on four disciplinary perspectives to explain managerial impression 
management (Figure 1) and the responses of organisational audiences to impression management 
(Figure 2); namely: (1) the economic, 2) the psychological/behavioural, (3) the sociological, and 
(4) the critical. These perspectives are based on different assumptions regarding the type of rationality 
underlying the behaviour of managers and organisational audiences and the motivation for providing 
discretionary corporate narrative disclosures. They result in conceptualising discretionary narrative 
disclosures in corporate narrative documents, including impression management, in different ways. 

As set out in the introduction, there are four explanations for discretionary corporate narrative dis- 
closures: (1) incremental information, (2) impression management, (3) hubris, and (4) retrospective 
sense-making. One strand of research denies the existence of impression management and regards 
discretionary narrative disclosures as incremental information provided to aid investor decision 
making. If both managers and investors are driven by economic rationality, managers have no motiv- 
ation to engage in earnings management (and, by extension, impression management), as investors 
are able to ‘undo’ (Healy and Wahlen 1999, p. 369) reporting bias. Rather, managers are assumed to 
engage in unbiased reporting as this enhances managerial reputation and compensation (Baginski 
et al. 2000).? Alternatively, if managers are assumed to be driven by economic rationality and inves- 
tors by bounded rationality, discretionary narrative disclosures constitute impression management. In 
this scenario, self-interested managers are assumed to exploit information asymmetries by releasing 
biased information. They may then benefit from increased compensation, via share options (Adelberg 
1979, Rutherford 2003, Courtis 2004a). Cognitive constraints render investors unable to undo report- 
ing bias. As aresult, they revise their expectations regarding future cash flows, resulting in short-term 
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capital misallocations. Finally, if managers are assumed to be driven by bounded rationality, which 
biases them towards their own abilities and performance, discretionary narrative disclosures are 
regarded as hubris. 

Following an economics-based perspective, managerial performance attributions in corporate 
narrative documents are assumed to constitute incremental information. Managers have strong 
incentives to engage in unbiased reporting, as it enhances their reputation and compensation 
(Baginski et al. 2000), and investors weigh disclosures by the credibility of their sources 
(Kothari et al. 2009). For example, the purpose of performance attributions in management fore- 
casts is to hasten the investor expectation adjustment process. By contrast, Staw et al. (1983) and 
Lee et al. (2004) assume that rational utility-maximising managers use self-serving performance 
attributions in corporate narratives in order to manipulate investor perceptions of the financial 
performance of the firm. In a corporate reporting context, the focus is on organisational outcomes 
which may either be attributed to internal factors (i.e. ability, knowledge) or to external circum- 
stances (i.e. macro-economic factors, competition). Attributions are assumed to be biased if 
positive organisational outcomes are attributed to internal circumstances and negative organis- 
ational outcomes to external circumstances. Investors are assumed to be susceptible to impression 
management and thus exhibit bounded rather than economic rationality. 

Psychological explanations of discretionary corporate narrative disclosures are based on 
attribution theory (Heider 1958, Jones and Davis 1965, Kelley 1967). Attribution theory is con- 
cerned with people's explanations of events. Biased performance attributions are regarded as 
motivated either by socio-psychological or cognitive-psychological factors. The first interprets 
biased performance attributions as impression management arising from the anticipation of 
potential negative consequences of information releases. This drives managers to selectively 
manipulate the descriptions of causality of performance attributions resulting in self-serving 
bias. The second regards biased performance attributions as egocentric bias or hubris arising 
from the cognitive dissonance between self-image and the evidence of performance. It reflects 
a genuine but biased self-assessment arising from an unconscious desire to protect one’s self- 
image. Egocentric bias is the result of managerial overconfidence or optimism, rather than a 
deliberate attempt on the part of management to present organisational performance in the best 
possible light (Frink and Ferris 1998). 

Alternatively, attributions may serve an explanatory, rather than a self-serving, function. As a 
result of people’s desire to achieve some control over the social world, they explain events by 
means of cause—effect relationships (Forsyth 1980). In a corporate reporting context, this is 
referred to as retrospective sense-making (Aerts 2005). Performance attributions in corporate 
reports may be used: (1) to proactively shape organisational audiences’ perceptions of organis- 
ational outcomes and events (impression management); (2) to protect, maintain or further 
beliefs about the self or the organisation (hubris); or (3) to retrospectively provide an account 
of events (retrospective sense-making). This entails the use of retrospective, rather than prospec- 
tive, rationality. Instrumental rationality is prospective in the sense that it entails prospectively 
selecting relevant causal factors and desired outcomes based on a comprehensive understanding 
of the situation (Boland and Pondy 1983). By contrast, retrospective rationality entails the ex-post 
rationalisation of decisions in order to give the impression of rational decision making (Aerts 
2005). As the psychological perspective regards market participants as characterised by 
bounded rationality, investors are assumed to be susceptible to impression management. 

Sociological explanations of discretionary corporate narrative disclosures are based on legiti- 
macy theory, stakeholder theory and institutional theory, and regard managerial disclosure behav- 
iour as responding to stakeholder concerns and as a means of demonstrating organisational 
legitimacy. Whereas economic and psychological concepts of impression management regard 
the concerns of organisational audiences with corporate narrative reports as driven by instrumental 
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rationality, sociological interpretations see them as motivated by substantive rationality. Impression 
management arises in situations where the norms and values of the firm are inconsistent with those 
of society (Luft Mobus 2005, p. 495). This causes managers to engage in symbolic management 
(Ashforth and Gibbs 1990) to (re)establish social legitimacy. As the sociological perspective is con- 
cerned with the role of corporate narrative reports in demonstrating the organisation’s congruence 
with social norms and values, it makes no assumptions regarding the instrumental rationality of 
organisational audiences and thus their susceptibility to impression management. 

Critical perspectives on discretionary corporate narrative disclosures regard the notion of 
rationality as socially constructed in the sense that rationality ‘does not intrinsically exist in a 
decision or situation, but is socially conferred upon it’ (Hines 1989, p. 66). In this respect ration- 
ality may be viewed as providing sets of rules for meaningful action. Rationality is a normative 
construct of acceptable behaviour in organisations (Mumby and Putnam 1992). When making 
decisions, managers have to be seen to be acting rationally. In this context, impression manage- 
ment entails presenting an image of the organisation as a rational entity, often by means of ratio- 
nalising decisions in order to gain or maintain social legitimacy. This involves presenting 
organisational outcomes and events in corporate narrative documents as resulting from inten- 
tional, reasoned and goal-directed behaviour (Mumby and Putnam 1992). 

All four perspectives are based on different concepts of impression management. The econ- 
omics-based perspective views impression management as inconsistencies between reported and 
actual organisational outcomes and thus conceptualises it as reporting bias. The psychology- 
based perspective views impression management as inconsistencies between reported and 
actual performance attributions and regards it as self-serving bias. Systems-orientated theories 
regard impression management as inconsistencies between portrayed and actual values and con- 
ceptualise it as symbolic management. Critical perspectives regard impression management as 
inconsistencies between portrayed and actual organisational decision making. Impression 
management is thus conceptualised as retrospective rationality and accounting rhetoric. 


3. Theoretical perspectives on managerial impression management 


In this section we consider the four perspectives on managerial impression management summarised 
in Figure 1. The assumptions of the predominant economic perspective on managerial impression 
management with respect to decision making and motivation are contrasted with those of three 
alternative perspectives, namely, cognitive and social psychology, sociology and critical perspectives. 
This enriches our understanding of impression management in a corporate reporting context by pro- 
viding us with alternative explanations of managerial impression management. 

Figure 1 illustrates that altering assumptions of managerial rationality from ‘pure’ rationality 
to bounded rationality results in biased discretionary narrative disclosures to be conceptualised as 
hubris, rather than impression management. By contrast, altering assumptions of managerial 
motivation from opportunistic (material self-interest in the form of increased compensation) to 
informational (decreasing the cost of capital by means of improved decision making) results in 
an alternative explanation of discretionary narrative disclosures as useful incremental infor- 
mation, rather than impression management. Switching from instrumental rationality to substan- 
tive rationality or rationality as a social construct leads to alternative concepts of impression 
management as symbolic management or retrospective rationality and accounting rhetoric. 


3.1 Economic perspective 


The economic perspective regards impression management as a strand of the financial disclosure 
literature (Godfrey et al. 2003). Impression management is conceptualised as biased discretionary 
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narrative disclosures. Managers and investors are assumed to strategically compete for wealth and 
-hus use the information in corporate narrative documents as a factor of production with respect to 
shat wealth (Arrington and Puxty 1991, p. 34). Impression management thus entails managers 
zaking advantage of information asymmetries by means of manipulating the presentation and dis- 
closure of information in order to maximise their personal wealth (Adelberg 1979, Rutherford 
2003, Courtis 2004a). Corporate narrative documents serve as impression management vehicles 
to present a self-interested view of corporate performance (Bettman and Weitz 1983, pp. 166— 
167, Staw et al. 1983, p. 584, Abrahamson and Park 1994, р. 1302, Mather et al. 2000, р. 68, 
Clatworthy and Jones 2006, p. 493). As negative organisational outcomes may give rise to con- 
flicts of interest between managers and shareholders, managers are assumed to ‘distort readers’ 
perceptions of corporate achievements’ (Godfrey et al. 2003, p. 96) by means of obfuscating fail- 
ures and emphasising successes (Adelberg 1979, p. 187). 


3.2 Social psychology perspective 


The social psychology concept of impression management originates in Goffman's (1959) drama- 
turgical metaphor of individuals as actors on a stage performing for an audience. Impression 
management is neither the result of rational decision making, which takes the expected conse- 
quences of each choice into account, nor entirely motivated by material gain. By contrast, it is 
regarded as embedded in and dependent on management's relationship with organisational 
audiences. As it arises from ‘the actual, imagined and implied presence’ (Allport 1954, р. 5) of 
organisational audiences to whom management is accountable, it is inherently social in character. 
Schlenker et al. (1994, p. 634) define accountability as *the condition of being answerable to audi- 
ences for performing up to certain standards, thereby fulfilling responsibilities, duties, expectations, 
and other charges’. On the one hand, accountability entails the obligation of one party to provide 
explanations and justifications for its conduct to another party. On the other hand, it involves the 
first party’s behaviour being subject to the scrutiny, judgement and sanctioning of the second 
party. Accountability involves three components that affect judgement and decision making in 
different ways; namely: (1) the inquiry component, (2) the accounting component, and (3) the 
verdict component (Schlenker 1997). The inquiry component entails anticipating or submitting 
to an inquiry by an audience who evaluates one’s actions and decisions in relation to specific 
prescriptions. The accounting component involves presenting one’s version of events. This gives 
the individual the opportunity to describe, document, interpret and explain relevant information 
in order to construct a personal account of events and to provide reasons for their occurrence. 
The verdict component entails the audience delivering a verdict. This comprises both a judgement 
of the individual and the application of either social and material rewards or sanctions. The 
experience or anticipation of an evaluative appraisal is crucial to the concept of accountability. 

Managers are accountable to organisational audiences, including shareholders and arguably 
stakeholders, for their decisions and actions. Corporate reports, particularly the annual report, 
3erve as an accountability mechanism that addresses the concerns of external parties (Stanton 
and Stanton 2002). In a corporate reporting context characterised by conditions of accountability, 
impression management arises from the inquiry component of the corporate reporting process. 
Management engages in impression management in anticipation of an evaluation of its actions 
and decisions primarily by shareholders which serves to counteract undesirable consequences. If 
corporate narrative documents are regarded as a description of the decision behaviour of manage- 
ment and thus reflect managerial performance (Prakash and Rappaport 1977, p. 35), then managers 
may be prompted to engage in impression management to counteract undesirable consequences of 
information releases in the form of unfavourable analyst reports and credit ratings, negative share 
price movements and loss of stakeholder support (Merkl-Davies et al. 2011). 
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Impression management takes place in the accounting component of the accountability 
process, where it manifests itself in strategies adopted by management to present a version of 
events aimed at winning social and material rewards and avoiding sanctions. This entails the 
use of self-serving bias (Aerts 1994, 2001, Clatworthy and Jones 2003). Research suggests 
that, in an interactive context, people’s attribution of actions and events is biased in the sense 
that they take credit for success and deny responsibility for failure (Knee and Zuckerman 1996). 

In contrast, Aerts (2005) argues that the accountability context of corporate annual reporting 
prompts managers to engage in retrospective sense-making. This concept originates in Weick’s 
(1995) work on organisational sense-making and refers to the interpretation of events that have 
already occurred. The analysis by Merkl-Davies et al. (2011) of UK chairmen’s statements 
focuses on the linguistic manifestations of the psychological processes underlying the inquiry 
component of the corporate reporting process, which is characterised by the managerial antici- 
pation of the feedback effects of information. They find that managers do not use chairmen’s state- 
ments for impression management purposes, but rather to engage in sense-making by means of 
retrospective framing of organisational outcomes. 

Alternatively, managerial information processing may be characterised by bounded ration- 
ality. When accounting for organisational outcomes, managers may provide biased performance 
explanations in order to enhance their own self-esteem by means of attributing positive organis- 
ational outcomes to their own efforts and negative organisational outcomes to external factors 
beyond their control (egocentric bias) This egocentric bias serves the purpose of protecting, 
maintaining or extending their beliefs about themselves or about their environment ‘which 
would be rejected if attributions followed from observations in a strictly rational manner’ 
(Forsyth 1980, p. 185). In the accounting literature, this egocentric bias is referred to as overcon- 
fidence bias or hubris. Hubris manifests itself in managerial optimism about future outcomes, 
overconfidence about forecasting ability and assigning too much weight to confirming, rather 
than disconfirming evidence. Hubris is a concept that has been predominantly applied in explain- 
ing managerial dispositions and motives for mergers. Liu and Taffler (2008) investigate manage- 
rial optimism in the CEO discourse of Securities and Exchange Commission 8k filings of firms 
engaged in mergers or takeovers as a proxy for managerial overconfidence. Brennan and 
Conroy (2011) take concepts of hubris from the clinical psychology literature and apply them 
to narratives in CEO statements in annual reports of a single bank for evidence of narcissism 
(a key precursor of hubris) and hubris. 


3.3 Sociology perspective 


The sociology perspective regards corporate narrative reporting as determined by structural con- 
straints exerted either by various stakeholder groups or by society at large. Decision-making is 
regarded as being affected by ‘the dictates of consensually developed systems of norms and 
values, internalised through socialisation’ (Granovetter 1985, p. 483). Decision-making is 
driven by substantive, rather than instrumental, rationality. Stakeholder theory regards impression 
management as an attempt on the part of management to react to the concerns of various stake- 
holder groups or to respond to public pressure and media attention (Hooghiemstra 2000). Legiti- 
macy theory regards impression management as arising from inconsistencies between the firm’s 
and society’s norms and values. It constitutes an attempt on the part of management to gain or 
restore organisational legitimacy by seemingly aligning the firm’s norms and values with those 
of society, particularly in situations where firms face legitimacy threats, such as corporate scan- 
dals, product safety issues and environmental disasters. 

As described earlier, firms engage in symbolic management to give the impression that their 
activities are congruent with society’s norms and values. Symbolic management strategies 
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include: (1) espousing socially acceptable goals, (2) redefining means as ends, (3) ceremonial 
conformity (i.e. adopting specific practices considered consistent with rational management, 
even though they do not improve organisational practices), and (4) separating negative events 
or organisational outcomes from the organisation as a whole. When organisations are involved 
in major legitimacy-threatening events, such as an environmental disaster, a fraud or a product 
recall, they aim to portray the incident as an isolated event (Suchman 1995). For this purpose, 
they provide normalising accounts and engage in strategic restructuring. Normalising accounts 
are verbal remedial strategies, such as justifications, excuses and apologies, whose purpose is 
to repair organisational legitimacy and reputation. Strategic restructuring entails the organisation 
‘selectively confess[ing] that limited aspects of its operations were flawed’ (Suchman 1995, 
p. 598) and then decisively and visibly remedying the flawed operations. This is achieved by 
introducing small and narrowly tailored changes, such as creating monitors and watchdogs, 
and symbolically distancing the organisation from negative influences by disassociation, for 
example by executive replacement. Espousing socially acceptable goals involves, for example, 
claiming customer-focus or equal opportunities employer status, when, in effect, the opposite 
is the case. Redefining involves recasting the meaning of its ends or means, for example by 
justifying the closure of employee pension schemes on the basis of the introduction of a new 
accounting standard. Finally, an example of ceremonial conformity is public sector organisations 
producing extensive annual reports in an attempt to emulate reporting practices in the private 
sector or organisational restructuring to distance the organisation from a negative event, such a 
financial fraud (Linsley and Kajiiter 2008). 

Impression management in a corporate reporting context is regarded as an attempt to affect the 
public’s perceptions of the company (Hooghiemstra 2000, Aerts and Cormier 2009), either by 
proactively shaping stakeholders’ impressions of the organisation (i.e. organisational change in 
the form of structural organisation or privatisation; e.g. Amdt and Bigelow 2000) or by reactively 
responding to stakeholder concerns, increased scrutiny by the media or public pressure in the 
wake of a corporate scandal or environmental disaster (e.g. Elsbach 1994, Hooghiemstra 2000, 
Breton and Cote 2006, Lightstone and Driscoll 2008, Linsley and Kajiiter 2008, O’Keefe and 
Conway 2008). 


34 Critical perspective 


The critical perspective questions assumptions of instrumental rationality that underly main- 
stream impression management research. Corporate reporting decisions are assumed not to 
be primarily driven by self-interested utility maximisation, but are ideological in the sense 
that corporate narrative documents ‘privilege ... language and thought rooted in managerial 
capitalism’ (Craig and Americ 2004а, р. 814), while marginalising the perspective of stake- 
holders and the public. 

Ifrationality is a social construct, managers may use corporate narrative documents to give the 
impression of rational decision-making. Organisational legitimacy is achieved by conforming to 
social ideologies of rational decision making. In this scenario, impression management arises 
from the desire to be seen to conform to the rules and norms of society and to forestall the inter- 
ference of external agencies in the operation of the organisation (Hines 1989). Similarly, Mumby 
and Putnam (1992) argue that rationality is a normative construct of acceptable behaviour in 
organisations. In order to gain or maintain social legitimacy, managers have to present organis- 

_ ational outcomes and events in corporate narrative documents as resulting from intentional, 
reasoned and goal-directed behaviour. This involves constructing a retrospective account of 
organisational outcomes and events and providing reasons for their occurrence (Aerts 2005). 
Retrospective rationality thus restores social legitimacy of organisational agents as rational 
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decision-makers. In a longitudinal study of Amcor’s annual reports, White and Hanson (2000, 
р. 307) note that: ‘the more uncertain the general environment became, the more... Amcor inten- 
sified its self-presentation as rational.’ 

Management may use rationality to justify actions and decisions. For this purpose, manage- 
ment may use accounting numbers and concepts to frame managerial decisions or organisational 
outcomes. As a result of its emphasis on objectivity, measurability and lack of ambiguity, the use 
of ‘accounting rhetoric’ (for example, Hanson and White 2003, Craig and Amernic 2004a) or 
‘accounting logic’ (Broadbent 1998) lends validity, legitimacy and credibility to managerial 
decisions and actions. Organisational legitimacy is achieved by conforming to social ideologies 
of rational decision making. Impression management thus entails the use of rationality to obscure 
‘the “real” decision processes which are political’ (Jones 1992, p. 235). For example, in their 
analysis of the discourse of privatisation in the annual letters to shareholders of Canadian National 
Railway, Craig and Amernic (2008, p. 1087) demonstrate how accounting performance measures 
and accounting language ‘have been invoked to show that the vision of the promoters of the pri- 
vatisation has been achieved, and that the decision to privatise has been a sagacious one’. 

Corporate narrative documents are used by managers to establish and maintain unequal power 
relationships in society in the way that they represent things and position people. Language is regarded 
as a medium through which prevailing power relations are articulated. Managers are viewed as power- 
ful organisational actors who use corporate narrative documents to provide a hegemonic account of 
organisational outcomes, often by means of using dominant discourses. For example, in their analysis 
of the 2001 Southwest Airlines’ Letter to Shareholders, Amernic and Craig (2004) highlight how 
management appropriates symbolic representations to show their company in a positive light. They 
demonstrate the use of language in corporate narrative documents to be political. 


4. Theoretical perspectives on responses to impression management 


A taxonomy capturing the user perspective which mirrors that ofthe preparer perspective is devel- 
oped in Figure 2. This taxonomy consists of four perspectives: the two predominant perspectives 
derived from (1) economics and (2) behavioural finance/economics; and two alternative perspec- 
tives grounded in (3) sociology and (4) critical perspectives. 

Figure 2 illustrates that the assumption of ‘pure’ investor rationality results in reporting bias 
being conceptualised as ‘cheap talk’ that is ignored by investors. Under assumptions of bounded 
investor rationality, impression management results in short-term revisions of expectations about 
future cash flows. As shown in Figure 1, switching from instrumental rationality to substantive 
rationality and rationality as a social construct leads to alternative concepts of impression manage- 
ment as either symbolic management or retrospective rationality and accounting rhetoric. This 
also goes hand-in-hand with widening the concept of organisational audiences to include 
various stakeholder groups and the general public. 


4.1 Economics perspective 


Mainstream finance theories assume that investors behave rationally and that share prices incor- 
porate information about the firm in a timely and unbiased manner. Under agency theory, inves- 
tors can take for granted that managers act in their self-interest, rationally responding to incentives 
shaped by compensation contracts, the market for corporate control and other corporate govern- 
ance mechanisms. The rational actor model assumes that people unemotionally maximise 
expected utility functions (Huang 2003, p. 2). In semi-strong capital markets, rational investors 
are assumed to regard biased information disclosures as ‘cheap talk’ (Benabou and Laroque 
1992) and ignore them, as such disclosures are costless to managers and difficult to verify. 
Demers and Vega (2010) find that investors disregard managerial optimism in earnings 
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announcements, unless it is verified by outside sources, such as financial analysts and the media, 
and is accompanied by hard information. 


4.2 Behavioural finance/economics perspective 


Investors are only susceptible to impression management if their decision making is considered to 
be characterised by bounded rationality. This renders investors unable to assess reporting bias, as a 
result of a variety of cognitive, social, and emotional biases. The concept of bounded rationality 
originates in cognitive psychology and is used in behavioural finance/economics research to 
study decision making under risk and uncertainty (Kahneman and Tversky 1979). Bounded ration- 
ality results in investors being unable to assess information in an unbiased and timely manner as a 
result of time constraints and cognitive and affective biases, such as hindsight bias, the primacy / 
recency effects (individuals more influenced by the first/last information item; Einhorn and 
Hogarth 1981) and the bandwagon effect (see Olsen 1998 for a full list of biases impacting on inves- 
tor decision making). The incomplete revelation hypothesis views time constraints on the part of 
investors as a factor in investor susceptibility to impression management (Bloomfield 2002). Infor- 
mation that is more costly to extract from publicly available data is less completely reflected in 
market prices. The easier information is to extract, the more it is impounded into share prices. 

Bowen et al. (2005) use the incomplete revelation hypothesis to explain investor reactions to 
impression management in the form of emphasising income-increasing pro-forma earnings 
numbers. They find that firms with low value relevance of earnings and greater media exposure 
place less emphasis оп GAAP earnings and greater relative emphasis on pro-forma earnings (i.e. 
they visually direct readers’ attention to the earnings number that shows financial performance in 
the best possible light). Li (2008) also invokes the incomplete revelation hypothesis to explain 
that managers may choose to manipulate syntactic features to render the annual reports of 
poorly-performing firms difficult to read in order to increase the time and effort needed for inves- 
tors to extract information. The belief-adjustment model (Einhorn and Hogarth 1981) suggests 
that information processing is affected by the ordering of information. Investors may be either 
biased towards information presented first (primacy effect) or towards information presented 
last (recency effect). Thus, investors may attribute less weight to bad news and more weight to 
good news, depending on the order in which such news is presented. 

Baird and Zelin (2000) test the belief-adjustment model and find that the ordering of good and 
bad news can influence investor perceptions. Evidence on how unsophisticated investors cogni- 
tively process pro-forma earnings information is provided by Fredrickson and Miller (2004). 
Cognitive processes are divided between information acquisition and information evaluation. 
They find that investors are subject to unintentional cognitive biases, rather than consciously 
perceiving information to be informative. These unintentional cognitive biases are attributed to 
cognitive limitations arising from their lack of expertise and tbe use of ill-defined valuation 
models. Krische (2005) also finds unintentional investor evaluation effects arising from 
memory limitations. Similar to Krische (2005), Elliott (2006) attributes unsophisticated investor 
responses to the emphasis of pro-forma earnings to unintentional cognitive effects. She posits that 
investors may overweigh a less important cue simply because it is emphasised. Managers exploit 
this salience effect to influence investor perceptions of organisational outcomes by emphasising 
the earnings metric that portrays financial performance in a positive light. 

The investor decision-making process is driven not only by the quality of securities’ underlying 
technical fundamentals, but also by affective evaluation (MacGregor et al. 2000, MacGregor 2002, 
Pixley 2002, Dreman 2004). MacGregor et al. (2000) and MacGregor (2002) find that affective evalu- 
ation is based on the image associated with a particular company. In particular, MacGregor (2002) 
finds image evaluations to be correlated with financial judgements. Firms can exploit this association 
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to their advantage by proactively manipulating their image and thus the perceptions of firm perform- 
ance and prospects. The emotional impact of presentational effects has been studied in the context of 
visual information. Courtis (2004b) examines the effect of colour in annual reports and finds that some 
colours are associated with more (or less) favourable perceptions and investment judgements. 
However, it may also be present in verbal information, as language is an ideal medium for conveying 
emotion (MacGregor 2002, p. 20). Thus, readers of corporate narrative documents may be influenced 
by emotionally charged language, particularly similes, metaphors and other rhetorical devices. Cianci 
and Kaplan (2010) consider the influence of trust on investors’ judgements of management expla- 
nations for poor firm performance. They examine the influence of CEO reputation and the plausibility 
of management explanations, finding that investor judgements are not influenced by CEO reputation. 


4.3 Sociology perspective 


The sociological perspective conceptualises impression management as symbolic management. 
Management manipulates the audience’s perceptions of the congruence of organisational practices 
with social norms and rules. The focus of analysis is on perceptions of organisational legitimacy. 
Research investigates the impact of impression management relating to organisations’ environmental 
performance on organisational audiences. Archival research predominates. This entails assessing 
shareholder perceptions by means of share price reactions and stakeholder perceptions by means 
of media accounts. Applying institutional theory, Bansal and Clelland (2004) investigate shareholder 
responses to corporate environmental legitimacy and impression management relating to environ- 
mental performance (disclosure of environmental liabilities and expression of environmental com- 
mitment). Investors are assumed to assess corporate environmental legitimacy according to the 
firm’s conformity to accepted social norms and rules. They find that firms which adopt institutional 
norms gain legitimacy, which lowers their unsystematic stock market risk. Berrone et al. (2009) inves- 
tigate organisational audiences’ perceptions of corporate environmental legitimacy. They find that 
symbolic management does not have the same impact on environmental legitimacy compared to sub- 
stantive management. They conclude that symbolic management is not unimportant in the sense that 
symbolic and substantive management are complementary, rather than supplementary. 


4.4 Critical perspective 


We are unaware of accounting research exploring whether readers of corporate narrative docu- 
rents are persuaded by the use of retrospective rationality and accounting rhetoric to give the 
impression of rational decision making and/or to persuade organisational audiences of the val- 
idity and legitimacy of managerial actions and decisions. Research in linguistics suggests that 
rhetoric constitutes an effective means of giving universal status to particular discourses, for 
example the discourse of New Public Management, which includes the use of accounting rhetoric 
to persuade audiences of the advantages of a market orientation in the public sector (Fairclough 
2003). If audiences are persuaded by the use of accounting concepts and numbers in corporate 
narrative documents to justify managerial actions and decisions, this reinforces the status quo 
by promoting ignorance in the sense that ‘the company maintain[s] a privileged position regarding 
information by keeping society unaware of alternative avenues of consumption, or systems of 
organisation or its present and future performance' (Simpson 2000, p. 245). 


5. Implications for future research 


This paper commenced with a criticism of the narrow concept of economic rationality that 
underlies the predominant economics-based approach to impression management research 
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(Merkl-Davies and Brennan 2007). Research based on economic rationality assumes that the 
decision making of organisational actors and audiences involves taking the expected conse- 
quences of each choice into account and that these decisions are driven by self-interested 
utility-maximisation. This is reductionist in the sense that managerial corporate reporting 
decisions and responses to these decisions are regarded as abstracted from real decision 
making as driven by a narrow view of human behaviour based on prospective rationality, and 
as motivated solely by material gain. 

We introduce alternative concepts of impression management based on theories from psychology / 
behavioural finance, sociology and critical perspectives, which are based on different assumptions 
regarding the rationality and motivation of managers and organisational audiences. These inform 
the way discretionary corporate narrative disclosures are interpreted and the way impression man- 
agement is conceptualised. By making these underlying assumptions explicit, we contribute to the 
quality of future research by highlighting the importance of consistency between underlying 
assumptions, predictions and interpretations of results. Identifying, classifying and challenging 
assumptions regarding the rationality and motivation of managers and organisational audiences 
may help researchers to think differently about what is already known (Foucault 1985). 


5.1 Concepts of impression management 


Depending on the disciplinary perspective adopted and the focus of analysis (i.e. management 
versus organisational audiences), impression management is conceptualised as opportunistic 
managerial discretionary disclosure behaviour, reporting bias, self-serving bias, symbolic 
management and cheap talk. Insights from psychology, sociology and critical perspectives 
show impression management as a multifaceted and complex phenomenon aimed at shaping 
the perceptions of a wide range of outside parties. Sociological and critical approaches shift 
the focus of analysis away from specific impression management tactics to broader strategies 
used to present a particular version of events, such as rhetoric (see, for example, Driscoll and 
Crombie 2001, Livesey 2002, Craig and Amernic 2004b, 2006, 2008) or symbolic management 
(see, for example, Linsley and Kajüter 2008). This necessitates a more qualitative, in-depth analy- 
sis of corporate narrative documents aimed at uncovering how impressions are constructed. 

Relatively little is known about the influence ofthe content and presentation of corporate narrative 
documents on organisational audiences. Corporate report readers have been profiled in terms of their 
sophistication (sophisticated and unsophisticated) and their information acquisition strategies (goal 
directed/purposeful and incidental/random) (Courtis 2000, pp. 255—258, Courtis and Hassan 
2002, pp. 398—399). The former acquire information by seeking answers to preconceived questions 
and search sections of the annual report for answers to specific questions, while the latter merely 
browse through the annual report and read bits and pieces as take their fancy. There is little evidence 
on the information acquisition strategies undertaken by different strata of that audience. The relation- 
ship between information inductance, framing and impression management has also not been ade- 
quately explored. These questions need to be addressed in future research. 


5.2 New methodological approaches 


The majority of impression management research is archival. Research on the preparer perspec- 
tive is primarily based on text analysis. The problem with archival research is that the underlying 
decision processes and motivations have to be inferred. This problem may be overcome in future 
research by using methods that allow a more direct access to organisation actors’ decision making 
and motivation. The concepts introduced in this study can be used by researchers as a theoretical 
framework to inform their interactions with organisational actors and audiences in field studies 
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and interviews. There is some research on the drivers of disclosures in the narrative documents of 
various organisations. Findings suggest that different disclosure positions may co-exist in one 
firm (Gibbins et al. 1990, Adams 1997) and that disclosure positions may differ across different 
corporate narrative documents (Jetty and Beattie 2009). This means that impression management 
is part of the disclosures made within one particular narrative document, that different manifes- 
tations of impression management may co-exist in one document, and that impression manage- 
ment may be more prevalent in specific types of corporate narrative document. 

There is less research on the perception of narrative disclosures by organisational audiences. 
This is at least partly because of the difficulty of capturing the response of organisational audi- 
ences other than shareholders to impression management by conventional archival methods. 
Research on the user perspective predominantly focuses on shareholder responses to impression 
management by means of share price reaction studies. Some researchers have used experimental 
approaches to proxy shareholder reactions (Stanton et al. 2004, Barton and Mercer 2005, Krische 
2005, Elliott 2006). Bansal and Clelland’s (2004) and Breton and Cote’s (2006) approach of using 
media accounts as a proxy for public perception may be a way forward. Solomon et al. (2009) 
interview 20 institutional investors in relation to impression management and private social 
and environmental reporting. Although their focus is not on social and environmental disclosures 
in corporate reports, their study nonetheless provides an example of a different approach to study- 
ing investor perceptions of impression management in a corporate reporting context. They find 
evidence of impression management, which is of concern, since the objective of private social 
and environmental disclosures is to encourage relationship investing by engendering trust, con- 
fidence and transparency in the relationship between companies and their core institutional inves- 
tors. In conclusion, different methodological approaches provide opportunities to address new 
research questions dealing with preparer and user perspectives. 


5.3 Interaction between managers and organisational audiences 


Prior research conceptualises impression management as a process consisting of two separate 
stages; namely: (1) managerial impression management, primarily by means of corporate narra- 
tive documents, such as annual reports and press releases, and (2) audience responses to 
impression management. Ginzel et al. (2004) argue that impression management constitutes an 
interactive process between managers and audiences. The social psychology perspective of 
impression management introduced in section 3.2 shows that impression management can be 
regarded as being triggered by the anticipation of the reactions of information recipients to man- 
agerial disclosures. Ginzel et al. (2004, p. 225) argue that this ‘process of reciprocal influence’ 
between management and organisational audiences is not necessarily confined to an ‘initial 
attempt . . . to explain an organisation's actions or performance’. In cases where impression man- 
agement attempts are not successful in the sense that audiences are not convinced, the impression 
management process extends to a third stage, during which management and audiences attempt to 
resolve interpretive conflicts regarding the appropriate interpretation of an event, resulting in 
possible modifications in interpretations. Driscoll and Crombie (2001) and Beelitz and Merkl- 
Davies (2011) are rare examples of studies of impression management as an interactive 
process between two parties. Driscoll and Crombie (2001) analyse a conflict between a large 
timber firm and a small monastery situated in a forest where the firm is operating. They find 
that the timber firm uses language and symbolic activity strategically to increase its own legiti- 
macy and decrease the legitimacy of the convent. Beelitz and Merkl-Davies (2011) analyse the 
discursive negoiation of legitimacy between an energy company and organisational audiences fol- 
lowing an incident in a German nuclear power plant. They find that management strategically uses 
discourse to manufacture organisational audiences' consent. 
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5. Concluding comments 


Impression management is a much richer and more complex phenomenon than suggested by the 
predominant economics-based perspective. Insights from disciplines conceptualising the relation- 
ship between managers and organisational audiences as going beyond market exchange and 
which either focus on ‘real people, real behaviour, or real reason’ (Maital 2004, p. 1) relating 
to corporate narrative reporting or on the ideological motivation and effects of corporate narrative 
reporting allow us to conceptualise impression management in new ways. For this purpose, we 
develop a taxonomy that renders rationality assumptions and motivational components in prior 
research explicit and classifies prior research into four distinct perspectives based on these under- 
lying assumptions. This allows us to advance research by assisting researchers in locating their 
study within a particular perspective. We also provide guidance on how to achieve consistency 
between assumptions, predictions and interpretation of results. This results in more informed 
and novel research questions which are based on the impression management concept adopted, 
driven by the research methodology applied, and which take the interaction between preparers 
and users of corporate narrative reports into consideration. 
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Notes 


1. The dichotomy between cognitive and emotional factors can be traced back to the Cartesian model of 
the mind. Descartes regarded rationality and emotions to be distinct spheres (Lakoff and Johnson 1999). 
However, emotions, which are associated with the realm of the body, can influence the mind. 

2. The predominant economics-based perspective on impression management is based on a closed-system 
concept of the organisation as ‘separate from its environment and encompassing a set of stable and 
easily identifiable participants’ (Scott and Davis 2007, p. 31). By contrast, the alternative perspectives 
(particularly the sociological and critical perspectives) introduced in this paper are based on an ореп- 
system concept of the organisation as being shaped, supported and infiltrated by its environment 
(Scott and Davis 2007). 

3. Another strand of research does not deny the existence of impression management, but regards reporting 
bias as ‘cheap talk’ (Benabou and Laroque 1992) that is ignored by investors (see Figure 2). 

4. The reporting bias may either be the result of impression management or managerial hubris. 
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This paper explores how contextual uncertainty and the use of the budgetary system explain 
cross-sectional variation in the organisational role of business unit controllers. We argue that 
there are complementarities between the role of the budgetary control system (i.e. coercive 
vs. enabling) and the role of the controller (i.e. corporate policeman vs. business partner). 
Thus, we explore both the direct effect of uncertainty on the role of the controller and the 
indirect effect through the role of the budgetary control system. Using survey data from 134 
business unit controllers, we find that uncertainty provides a partial explanation of the 
variation in the role of budgetary control systems and in the role of controllers. In particular, 
our data suggest alignment between the coercive (enabling) use of the budgetary control 
system and the role of controllers acting as corporate policemen (business partners). These 
findings add to our understanding of the functioning of business unit controllers within their 
organisational context. 
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1. Introduction 


Over the past two decades, the organisational role of the management accountant (or controller!) 
has become a topic of considerable practical and academic interest (Burns and Baldvinsdottir 
2005, Maas and Matějka 2009). While there has been a plea for controllers to strengthen their 
role of ‘business partner’ and to engage actively in managers’ strategic and operational 
decision-making (Colton 2001, Siegel et al. 2003), it has also been emphasised that controllers 
have an important ‘watchdog’ function, which requires them to remain ‘objective’ and ‘indepen- 
dent’ (Davis et al. 2006, Indjejikian and Matéjka 2006). Available evidence suggests that the rela- 
tive emphasis on the business partner and the watchdog roles varies across firms and business 
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units (BUs) (Indjejikian and Matéjka 2006). Not much is known, however, about the factors that 
cause this variation. 

In this paper, we explore how uncertainty impacts the role of BU controllers. Uncertainty 
has been identified as the underlying factor of many contingency variables affecting the 
design and use of control systems (Chapman 1997, Hartmann 2000). We investigate the 
direct effects of uncertainty on the importance of the two possible controller roles, as well as 
the indirect effects through the role of the budgeting system (cf. Chapman 1998). In line 
with the recent literature on the limited relevance of traditional views of budgeting (Johnson 
and Kaplan 1987), we adopt the view that budgetary control systems may play a coercive 
role and an enabling role in organisations (e.g. Simons 1995, Chapman 1997, Ahrens and 
Chapman 2004). This view extends the traditional view of budgeting as a mere technical 
tool to evaluate the outcomes of predefined action plans. It recognises that budgetary control 
systems may provide value to organisations by facilitating managerial interaction to enhance 
flexibility and decision quality. 

Existing research suggests that, since uncertainty increases the information asymmetry 
between higher level managers and lower level managers, it will be related to more coercive bud- 
geting procedures (Dunk 1993, Shields and Shields 1998, Fisher et al. 2002) and a stronger 
emphasis on unit controllers’ watchdog tasks. However, since uncertainty renders pre-set 
targets less useful, it might also increase the need for more enabling budget use that allows 
day-to-day coordination and ad hoc planning (Chapman 1997, Marginson and Ogden 2005) 
and the need for controllers who are knowledgeable about the business and who proactively facili- 
tate managers’ decision-making processes. 

In addition to the direct effects of uncertainty on the roles of the controller and the role of the 
budgetary control system, we also explore the relationship between these two elements of a firm's 
‘control package’ (cf. Otley 1999, Malmi and Brown 2008). We argue that the organisational roles 
of controllers in BUs in which the budgetary control system is used coercively are different from 
those in units in which budgeting is primarily used to facilitate decision-making and enable flexi- 
bility (cf. Chapman 1998). More specifically, we examine if controllers are expected to focus on 
their watchdog role in a setting of coercive budget use and on their business partner role in units 
where budgets are used in an enabling manner. 

Our data is collected using a questionnaire survey of 134 BU controllers. We find that uncer- 
tainty has an impact on the roles of control systems and controllers in a number of expected and 
unexpected ways. In particular, we find that the role of the controller is affected by the role of the 
budgeting system, which suggests that the roles of the budgetary control system and the controller 
are complementary. 

The paper makes four contributions to the literature. First, by providing cross-sectional evi- 
dence regarding the antecedents of controllers' role design, this paper contributes to the 
growing literature on the role of management accountants (e.g. Pierce and O’Dea 2003, Jarvenpaa 
2007, 2009, Maas and Matějka 2009). Second, this paper responds to calls to focus research on 
the alternative uses of management accounting systems in organisations and related trade-offs in 
control system design (e.g. Otley 1994, Sprinkle 2003). Third, while there are some qualitative 
studies that suggest that the role of the control system and the role ofthe controller are intertwined 
(e.g. Granlund and Malmi 2002, Granlund and Taipaleenmáki 2005) our study is the first of which 
we are aware that provides cross-sectional evidence that these two elements are related. Thus, our 
paper adds significance to Chapman's assertion (1998) that there are complementarities between 
theroles of accounting and the roles of accountants in organisations. Finally, our study contributes 
to the contingency literature that deals with the effects of uncertainty on control system design and 
use. For example, consistent with Hartmann (2005), we show that different types of uncertainty 
have different effects on how control systems and controllers operate. 
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The paper proceeds as follows. The next section discusses the existing literature and develops 
the theoretical model. Section 3 describes the survey that was used to gather the empirical data. 
Section 4 contains the study’s results. Finally, Section 5 discusses the findings and concludes with 
suggestions for future research. 


2. Literature review and hypothesis development 
2.1. Roles of controllers 


The role of the controller in organisations has been the subject of ongoing discussion for more 
than 50 years (cf. Anderson 1944, Simon et al. 1954). It is widely recognised that management 
accountants in general, and BU controllers in particular, have a wide-ranging set of tasks and 
responsibilities. For example, Siegel and Sorensen (1999), in their extensive analysis of the US 
management accounting practice, identify 30 separable work activities while Mouritsen (1996), 
in his study of Danish management accountants, defines 18 different tasks associated with the 
controller function. Several authors have tried to capture the diversity of the work of the controller 
in a taxonomy of controller roles or ‘archetypes’. Such classifications have typically been devel- 
oped in the professional literature (Anderson 1947, Jablonsky et al. 1993, Jablonsky and Keating 
1998) or from primarily descriptive academic studies (Hopper 1980, Mouritsen 1996, Granlund 
and Lukka 1998). For example, Hopper (1980) distinguishes two roles of BU controllers: book- 
keeper and service aid. The bookkeeper is concerned with the implementation and administration 
of financial systems to enable superiors to specify and measure the performance of subordinates. 
The service aid role in contrast, has managers of decentralised operating units as most important 
clients. In this role, stress is placed on personalised and horizontal communication and analysis of 
problems at the level of the unit. Jablonsky et al. (1993) similarly distinguish between BU con- 
trollers’ roles of ‘corporate policeman’ and ‘business advocate’. As corporate policemen, control- 
lers are agents of higher level managers and organisational stakeholders. Their main 
responsibilities are to make sure all decisions made at lower levels of the organisation are in 
the interest of the firm as a whole (by stressing operating efficiency and conservation of corporate 
resources) and to ensure compliance with rules and regulations and technical bookkeeping pro- 
cedures. As business advocates on the other hand, BU controllers are primarily focused on pro- 
viding assistance to BU managers. They help develop and implement BU strategies and actively 
participate in running their units’ operations (Jablonsky et al. 1993). In this study, we refer to the 
alternative roles of controllers as the ‘corporate policeman’ role and the ‘business partner’ role, 
which are widely accepted labels in the academic and practitioner literature (e.g. Williams 
2000, Siegel et al. 2003, Järvenpää 2007, 2009). 


2.2. Roles of budgetary control systems 


Budgetary control systems are traditionally portrayed as serving a number of organisational func- 
tions, such as planning, coordination, performance evaluation, resource allocation and organis- 
ational learning (Covaleski et al. 2003, Hansen and Van der Stede 2004). Understanding the 
organisational role of budgeting has been an issue of academic enquiry for over four decades. 
Hopwood’s study (1972) of the styles of budget system use initiated a research paradigm gener- 
ally interested in defining the roles that budgets play in various circumstances (Abernethy and 
Brownell 1999, Hartmann 2000, Bisbe et al. 2007). Hopwood initially distinguished between 
а budget-constrained style of management and a profit-conscious style of management. 
The budget-constrained style is characterised by an emphasis on budget targets as performance 
benchmarks and rigid performance evaluations with a narrow focus on meeting these targets. 
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The profit-conscious style of budgeting, on the other hand, is characterised by a more long-term 
focus, where meeting budget targets is instrumental and considered one of many aspects of per- 
formance that is taken into account in evaluation processes. 

Later, Hopwood (1980) and Burchell et al. (1980) distinguished between alternative styles of 
budget use as ‘answer machine’ use and ‘learning machine’ use.? When uncertainty is low, bud- 
geting acts as an answer machine that streamlines the decision-making process with detailed 
plans, programmed controls, formulas and rules. In such a setting, budget variances provide a 
good indication of managerial performance. As uncertainty increases however, the budgeting 
system becomes a learning machine that helps managers analyse the possible effects of 
changes in the organisational environment and develop action strategies to respond to emerging 
opportunities and threats (Burchell et a]. 1980, Birnberg et al. 1983). 

The framework of ‘levers of control’ in Simons (1995) develops the related notions of ‘diag- 
nostic’ and ‘interactive’ control system use. A diagnostic use of budgets reflects the top-down 
monitoring of organisational outcomes vis-à-vis officially developed strategies, and correction 
of deviations from pre-set performance standards. Interactive budget use is characterised by facil- 
itating debate and dialogue on strategic uncertainties and the development of new strategic initiat- 
ives (Simons 1995, Henri 2006). 

Most recently, Ahrens and Chapman (2004) introduced to the accounting literature the socio- 
logical concepts of coercive and enabling control systems, advocated by Adler and Borys (1996). 
Coercive systems are designed to make work processes foolproof and to limit the discretion of 
employees, which ensures that all efforts are directed at achieving corporate objectives. In con- 
trast, enabling systems aim to mobilise local knowledge and experience in support of central 
objectives and are designed to facilitate employees in dealing more effectively with inevitable 
contingencies (Ahrens and Chapman 2004). In our paper we rely on this latter framework to 
address the role of the budget system, because the concepts of enabling and coercive budget 
use include both the objective of the system and the manner in which managers communicate 
about budget-related issues (c£. Ahrens and Chapman 2004, p. 278, Wouters and Wilderom 
2008, Chapman and Kihn 2009). As such, it is more comprehensive than the frameworks of 
Hopwood (1972) or Burchell et al. (1980), more parsimonious than the framework of Simons 
(1995) and better grounded in the academic literature than they are. 

Arguably, the frameworks of both Simons (1995) and Adler and Borys (1996) aim to be com- 
prehensive. We prefer the Adler and Borys (1996) framework for our analysis for three reasons. 
First, Adler and Borys (1996) identify a fundamental dichotomy, whereas Simons also recognises 
boundary systems and belief systems that fall outside our interest in budget systems. Second, 
Simons' framework (1995) was developed as a managerial, rather than as an analytical frame- 
work, whereas the framework of Adler and Borys (1996) was developed to help researchers 
make sense of organisational practices and is founded on theory and firmly rooted in the academic 
literature. Finally, the enabling vs. coercive distinction has proved informative in recent empirical 
management accounting research (e.g. Naranjo-Gil and Hartmann 2006, Free 2007, Wouters and 
Wilderom 2008, Chapman and Kihn 2009). 


2.3. Uncertainty as a contingency factor 


As Chapman (1997) and Hartmann (2000) argue, the concept of uncertainty is central to contin- 
gency theory and, according to Hartmann (2000), uncertainty has often served as the implicit or 
theoretical factor behind the explicit and operational variables in empirical tests of contingency 
theory-based models. In this study, we extend this line of reasoning. We acknowledge that 
both the style of use of the budgeting system and the emphasis placed on alternative controller 
roles are design choices made by the organisation and that these choices are generally integrated 
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in a broader process of selecting a ‘package’ of control mechanisms (Otley 1999, Malmi and 
Brown 2008).* Thus, our main purpose is to understand whether, and if so how, uncertainty, as 
the fundamental contingency factor, influences this selection process and whether organisations 
treat the role of budgeting and the role of the controller as complementary elements of their 
control package. 

The uncertainty concept that underlies most contingency research originates in the work of 
Galbraith (1973). Galbraith argued that uncertainty essentially is lack of information and rep- 
resents a gap between what is known and what needs to be known to perform well (Agbejule 
2005). Uncertainty can be a characteristic of the production process itself, but also of the environ- 
ment in which the production takes place. If the uncertainty originates in the production process 
itself (‘task uncertainty’), it means that it is difficult ex ante to specify optimal action strategies, 
because it is inherent in the task that cause—effect relationships are opaque and subject to change 
(e.g. Perrow 1967, Hartmann 2005). If the uncertainty originates in the environment, it means that 
factors outside the organisation, which will have an impact on the organisation’s performance, are 
unpredictable and therefore difficult to anticipate (e.g. Govindarajan 1984, Chong and Chong 
1997). For BUs within larger organisations, uncertainty may also stem from the relationships 
between the unit and other units in the same organisation. Units are often to some extent interde- 
pendent, meaning that one unit’s optimal action strategies are affected by another unit’s perform- 
ance. Unit managers will therefore experience uncertainty, as they need to coordinate their actions 
to optimally benefit the firm (e.g. Abernethy et al. 2004, Gerdin 2005). 

Uncertainty affects both the need for control and the appropriateness of specific control mech- 
anisms (Hartmann 2000). Uncertainty affects the need for control to close the gap between what is 
known and what needs to be known to perform well. The wider this gap, the more important it is 
to use instruments that facilitate managers’ decision-making processes and align incentives of 
managers at various hierarchical levels (Jensen and Meckling 1992, Zimmerman 2010). Contin- 
gency studies in management accounting have mainly focused on the second issue, namely, how 
uncertainty affects the appropriateness of specific control package elements such as budgets and 
‘evaluation styles’ (Hartmann 2000). The central tenet of most of these studies is that uncertainty 
reduces the usefulness of more ‘mechanistic’ controls (Chenhall 2003) because such controls are 
based on the assumption that the knowledge gap between what is known and what needs to be 
known to perform well is small or nonexistent (Birnberg et al. 1983, Chapman 1997). None of 
the studies has addressed the effects of uncertainty on the role of the BU controller. With the 
exception of Chapman (1998) none has addressed budgeting and controllership simultaneously. 
Chapman’s sociogram analysis (1998, рр. 764—765) revealed that, under increasing levels of 
uncertainty, the interaction between controllers and other managers increased to compensate 
for the relative incompleteness of accounting information contained in the budget systems. 


2.4. Research model 


We explore the relationships between uncertainty and the role of the BU controller and the bud- 
geting system following the conceptual model presented in Figure 1. The arrows in this figure 
represent the hypothesised cause—effect relationships that we investigate. Given the exploratory 
nature of the study, we explicitly choose to formulate general research hypotheses that predict the 
existence of relationships between the variables of interest, without specifying ex ante how 
exactly these relationships will look. However, the path model that we test (shown in Figure 2) 
does contain paths from types of uncertainty (environmental uncertainty and task uncertainty) 
and dimensions of interdependence (the impact of other departments in the same company and 
the impact on other departments in the same company), towards two budgetary control system 
roles (enabling and coercive) and two controller roles (corporate policeman and business 
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Figure 1. Conceptual research model. 


partner). Below, we discuss our hypotheses and the paths examined in the empirical study in more 
detail and elaborate on the theoretical arguments that are relevant for the cause—effect relation- 
ships we are interested in. First, we discuss how uncertainty might play a role in determining 
the roles of control systems and controllers. Next, we argue how the role of the budgetary 
control system might affect the role of the controller. 

As we argued above, uncertainty affects both the need for control and the appropriateness of 
specific control mechanisms (Hartmann 2000). First, a higher need for control arises because 
uncertainty makes it more difficult for unit managers to select optimal action strategies and for 
corporate managers to evaluate unit managers’ performance. In consequence, both controller 
roles could become more important. Organisations may choose to increase the emphasis on the 
importance of both roles (cf. Goff 1995) or alternatively may design the controller function in 
such a way that one of the roles is clearly prominent. The literature is unclear about whether 
increased importance of the controllers’ business partner role will come at the cost of reduced 
importance of the corporate policeman role (Sathe 1982, Indjejikian and Matéjka 2006) or 
whether the two roles are complementary (Maas and Matéjka 2009). 

Since under high levels of uncertainty budget variances will not be very informative about 
managers’ effort levels, the use of budgetary control systems in a coercive way is not appropriate 
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Figure 2. Tested path model. 
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in such circumstances. As was argued above, this is the central tenet of most of the contingency 
theory-based research in management accounting, starting with Hopwood (1972). Enabling 
budget use, on the other hand, will have higher pay-offs in cases of uncertainty, since the potential 
consequences of various action strategies become ambiguous and organisations continuously 
need to update their beliefs about, and adapt to, changes in their environment (e.g. Chong and 
Chong 1997, Chong and Johnson 2007). In addition, interdependent organisational units will 
need to coordinate their activities and keep up to date with each other’s work. 

We acknowledge that different types of uncertainty may have different consequences. 
Hartmann (2005) found that environmental uncertainty and task uncertainty have opposite 
effects on the perceived appropriateness of evaluating managers based on accounting perform- 
ance measures. Environmental uncertainty has a positive effect on the perceived appropriateness 
of accounting measures because it increases the need for mechanisms that allow organisations to 
respond systematically to changes and the need for buffers against the impact of outside influ- 
ences on the daily work environment of managers (Hartmann 2005, Marginson and Ogden 
2005). Task uncertainty, on the other hand, has a negative effect on the perceived appropriateness 
of accounting measures because, when the uncertainty is inherent in the task, accounting 
measures provide little guidance and tend to be incomplete and relatively uninformative indi- 
cators of managerial effort and unit performance (Hartmann 2005).5 Focusing on these different 
types of uncertainty allows us to explore such differential effects of uncertainty on the role of the 
budgetary control system and the role of controllers. In sum, we test the following two general 
hypotheses about the effects of uncertainty: 


Hi: The level of uncertainty in a business unit is associated with the role of the budgetary control 
system in that business unit. 

H2: The level of uncertainty in a business unit is associated with the role of the business unit 
controller. 


Table 1, panel a, summarises the paths we examine in our empirical study to test hypothesis H1 
and hypothesis H2. As is clear from the table, we examine paths from four types of uncertainty 
(environmental uncertainty, task uncertainty, the impact of other BUs and the impact on other 
BUS) to two budget roles (enabling budget use and coercive budget use) and to two controller 
roles (business partner role and corporate policeman role). 

We next turn to the relationship between the role of the budgetary control system and the role 
of the controller. The crucial question about this relationship is whether organisations treat these 
two elements of the larger control package as complements or substitutes. To the extent that they 
are complements, we expect enabling budget use to be positively associated with the importance 
of the controllers’ business partner role and coercive budget use to be positively associated with 
the importance of the corporate policeman role. An enabling use of budgeting systems means that 
the budgeting process is used to facilitate the decision-making processes of managers and to foster 
debate and dialogue on strategic uncertainties. Thus, budgeting serves to help managers identify 
the best responses to changes in the organisational environment and to help them understand how 
their actions impact unit performance. The budgetary control system is by nature enabling 
because it translates everyday operational reality into financial figures and vice versa (Burchell 
etal. 1980, Chapman 1997). This allows managers to make better-informed choices and increases 
the chance that value-maximising actions are implemented and promising new initiatives obtain а 
foothold (Abernethy and Brownell 1999, Ahrens and Chapman 2004, Bisbe and Otley 2004). In 
addition, accounting figures provide a common language for managers with different functional 
backgrounds and from different hierarchical levels. Budgeting thus smoothes and focuses com- 
munication processes and enables structured and coordinated responses and learning processes 
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Table 1. Paths in empirical model. 


Panel a: effect of uncertainty on budgetary control system role (Hypothesis 1) and on BU controller role 
(Hypothesis 2) 


From: To: 








Environmental uncertainty Enabling budget use 

Coercive budget use 

BU controller business partner role 

BU controller corporate policeman role 
Task uncertainty Enabling budget use 

Coercive budget use 

BU controller business partner role 

BU controller corporate policeman role 
Interdependence A (impact OF others) Enabling budget use 

Coercive budget use 

BU controller business partner role 

BU controller corporate policeman role 
Interdependence B (impact ON others) Enabling budget use 

Coercive budget use 

BU controller business partner role 

BU controller corporate policeman role 


Panel b: effect of budgetary control system role on BU controller role (Hypothesis 3) 





From: To: 

Enabling budget use BU controller business partner role 
BU controller corporate policeman role 

Coercive budget use BU controller business partner role 


BU controller corporate policeman role 


(Marginson and Ogden 2005, Naranjo-Gil and Hartmann 2006). The role of the controller in 
organisational units where budgeting is used in an enabling way will be of crucial importance 
because it is the controller who is best qualified to make the actual translation of operational rea- 
lities into the common language of accounting and of accounting into action plans (Pierce and 
O'Dea 2003, Byrne and Pierce 2007). Thus, enabling budget use should positively affect the 
importance attached to tasks associated with controllers’ business partner role, as these tasks 
are aimed at facilitating the decisions of local managers regarding activities that add value directly 
to the unit. Examples are investment selection, strategy development and product pricing 
decisions (Hopper 1980, Sathe 1982). 

Similarly, coercive budget use means that the budget system is used by higher level managers 
as a mechanism to ensure that lower level managers implement the planned strategies of corporate 
headquarters and do not waste organisational resources (Adler and Borys 1996, Ahrens and 
Chapman 2004). The primary function of accounting data in such a situation is to portray the 
economic reality of the BU so that targets can be established and performance can be evaluated 
(Abernethy et al. 2004, Ahrens and Chapman 2004). Accordingly, if the role of the budget system 
and the role of the controller are complements, the prime responsibility of controllers in units 
where budgeting is used coercively is to provide higher level managers with unbiased and objec- 
tive data about the actions of local managers and to develop mechanisms that ensure data integrity 
and the efficient use of resources (Indjejikian and Matějka 2006). Thus, coercive budget use 
should increase the importance that controllers attach to tasks that have been assigned to them 
by higher level managers instead of local managers (Maas and Matějka 2009). Such corporate 
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policeman tasks include the development of internal controls, critical assessment of unit expenses 
and monitoring of unit managers (Mouritsen 1996, Jablonsky and Keating 1998). 

However, organisations might also use the role of the budgeting system and the role of the 
controller as substitutes. In particular, if they decide to use their budgeting system in a more 
enabling way, they might simultaneously decide to put more emphasis on the controller’s policing 
tasks. This can help to ensure that lower level managers do not use their increased discretion and 
the additional information available in ways that are detrimental to the organisation’s perform- 
ance. In other words, if using the budget in a more enabling way allows managers to better 
select optimal action strategies from the perspective of the firm, strengthening the controllers’ 
policeman role could be a way to ensure that the budgeting system is actually used by managers 
for this specific purpose. In a similar vein, some organisations that use their budgeting system 
coercively might simultaneously allow unit controllers to focus on the tasks associated with 
their business partner role. Units in such organisations would operate relatively autonomously, 
but corporate headquarters would tightly control these units, focusing on budget variances, as - 
in the classic management-by-exception case (Brownell 1983). In line with the discussion 
above, we test the following general hypothesis: 


H3: The role of the budgetary control system in a business unit is associated with the role of the 
business unit controller. 


We investigate four paths in our empirical study to test Hypothesis 3. Table 1, panel b, lists these 
four paths. 

Our figures represent models that depict causal directions, even if our main interest lies in 
establishing paths of association. Indeed, Јагуепраа 5 case study (2009) provides some illustration 
of the complexities of disentangling potential interrelationships between structure and human be- 
haviour in organisations. However, given our cross-sectional approach, the causal direction of the 
models reflects the general assumption about the longitudinal stability of the various factors in the 
model. Luft and Shields (2003, pp. 193—194) distinguish between fast and slow changes to help 
determine and interpret the direction of causality. We follow their recommendation in the design 
of our model. 


3. Research method 


We collected the data for this study using a questionnaire survey of controllers of decentralised units 
of large and medium-sized firms in the Netherlands. This survey was part of a larger research project 
that was performed in collaboration with the Dutch professional organisation of controllers and 
management accountants (СІ). ? The CI provided a database containing the names, addresses, 
employing organisations and job titles of its members. The choice of administering the research 
project in collaboration with a professional organisation has its precedents in management account- 
ing research (e.g. Wier et al. 2002) and is in line with the recommendations of Dillman (2000), who 
argues that because individuals are more likely to comply with the requests of familiar and author- 
itative sources, sponsorship of survey studies can increase the response rate. 

The target population for this study consisted of controllers working in the Netherlands for 
one specific unit of a medium or large company. We determined our survey population by select- 
ing members of the target population from the CI member database. The CI members list con- 
tained 5694 names. We first selected those members whose job title contained either the word 
‘controller’ or ‘management accountant’. From this set we deleted all members whose job 
titles clearly indicated they were not working as a controller for one specific BU. Next, we 
deleted all members in this sample working for a company having less than 250 employees 
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worldwide or working in a not-for-profit company. From the remaining survey population of 1063 
members we randomly selected 314 members for participation in this study. Some of these sub- 
jects worked for the same company but there were no subjects who appeared to work for the same 
BU within this company. 

АП steps in the process of designing and administrating the questionnaire were made in 
accordance with Dillman's recommendations (2000). First, to gain the interest of potential respon- 
dents, the research project was announced in an article in the professional journal that all members 
of the CI receive automatically on a two-month basis. One month after publication of this article 
the 314 selected CI members received a package containing the questionnaire, a hand-signed 
cover letter on CI stationery, a pre-stamped envelope and a high-quality pen with the logo of 
the СГ. Two weeks after the initial mailing, a postcard was sent to all participants, which 
thanked them for filling in the questionnaire and urged those who had not yet returned it to do 
So. Two weeks after that, a replacement questionnaire was sent to all subjects who had not 
responded. About three weeks after this third mailing, we started calling non-responding partici- 
pants by telephone to learn about the reasons for their non-response and to try to persuade them to 
complete the questionnaire. Reasons for non-response included lack of time, a lack of interest in 
the study and concerns about anonymity because of the coding. Some respondents indicated that 
they were still prepared to fill in the questionnaire, but had lost it or thrown it away. These respon- 
dents were sent a second replacement questionnaire. 

The survey procedure outlined above resulted in the return of 186 questionnaires (59.2%). 
However, only 134 of these were considered usable for the present study. Of the omitted 52, 
there were 49 respondents whose answers revealed with hindsight that they were not a 
member of the target population. For example, some respondents indicated that they were cur- 
rently employed as corporate controller or were working as controller for more than one BU.® 
Three questionnaires were removed because they had a substantial amount of missing data. 

Table 2 contains demographic data of the respondents in the final sample of 134. The average 
respondent is 37.5 years old and has worked 5.8 years for their present company, 3.1 years for 
their present BU and 2.7 years in their present job. Most respondents (80.096) are male. The 


Table 2. Respondent characteristics. 








N Mean SD Min Median Max 
Individual characteristics 
Age 133 37.48 5.70 28.00 36.00 55.00 
Tenure in company 134 5.76 5.58 1.00 4.00 35.00 
Tenure in business unit 134 3.13 2.54 0.30 2.50 16.00 
Tenure in current job 134 2.66 1.94 0.30 2.00 14.00 
Male 133 80% 
Firm and BU characteristics 
Number of BU employees 134 1278 3330 3.00 400 33,000 
Number of company employees 134 41,517 67,544 250 16,000 400,000 
Publicly listed 134 70% 
Industry 
Agriculture 134 1.5% 
Manufacturing 134 29.1% 
Trade 134 6.7% 
Financial services 134 26.9% 
Other services 134 20.1% 


Other 134 157% 
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respondents work for BUs in a wide variety of industries with some concentration in manufactur- 
ing (29.1%) and financial services (26.9%). The average BU has 1278 employees (median = 
400) and 70.0% of the units belong to a company that is listed on a stock exchange, either in 
the Netherlands or in another country. The average company has 41,517 employees worldwide 
(median = 16,000). 

To test for non-response bias we split the sample in two groups. The 67 questionnaires that 
were received back first were labelled ‘early respondents’ and the other 67 respondents were 
labelled ‘late respondents’. Simple t-tests did not reveal any significant differences between 
early and late respondents for demographics or mean item scores.” 


3.1. Uncertainty 


We measure the three types of uncertainty using existing instruments. Environmental uncertainty 
is measured by using five items from Govindarajan (1984) that ask respondents about the predict- 
ability of their BU’s clients, competitors, technology, suppliers and government regulations. Task 
uncertainty is measured with the widely used eight-item instrument of Withey et al. (1983) that is 
based on the technology dimensions task variability and task analysability identified by Perrow 
(1967). Respondents indicate to what extent they agree with statements such as: ‘Basically, 
unit members perform repetitive duties in doing their jobs.’ Finally, interdependence is measured 
with two items from Keating (1997) which ask respondents to indicate to what extent their unit’s 
actions impact on work carried out in other units of the same company and to what extent the 
actions of other units in the company impact on the work carried out in their unit. We treat 
these two forms of interdependence as different variables (impact on others and impact of 
others, respectively). 


32. Enabling and coercive use of MACS 


No measures of enabling and coercive use of budgeting systems existed at the time the question- 
naire was designed. Therefore, we developed two instruments using definitions and descriptions 
of the constructs from the extant literature. The instrument used to measure coercive budget use 
asked respondents to indicate on a five-point Likert scale to what extent they agreed with the fol- 
lowing statements about the budgeting and periodic reporting process for their unit: (1) the bud- 
geting process is used as an instrument to limit managers’ decision-making authority; (2) the 
budgeting process is used to communicate to managers what is, and what is not, allowed; (3) 
the budgeting process clearly limits managerial freedom of action; and (4) the budgeting 
process is used to communicate to people in the organisation how they are expected to behave. 
Enabling budget use was measured with an instrument that asked respondents to indicate on a 
five-point Likert scale to what extent they agreed with the following four statements about the 
budgeting process for their unit: (1) the budgeting process provides a structure to discuss 
decisions and actions of managers; (2) budgeting is a continuous process that requires attention 
from all managers on a day-to-day basis; (3) the budgeting process stimulates interaction of man- 
agers at different hierarchical levels; (4) the budgeting process is used by managers and employ- 
ees to discuss the effects of organisational and environmental changes. These items elicit 
managerial responses that are equal to, yet more global than, the list of detailed behavioural 
items used in the recent study of Chapman and Kihn (2009).!? 


3.3. Controller roles 


Importance of business partner role was measured with the items that Maas and Matějka (2009) 
used to assess controllers" decision-making support of local managers. We asked the participants 
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Table 3. Descriptive statistics. 


Variable Mean SD Min Median Max 





1. Interdependence A (impact ON others) 2.95 1.16 1.00 3.00 5.00 
2. Interdependence B (impact OF others) 3.08 1.13 1.00 3.00 5.00 
3. Environmental uncertainty 3.00 0.54 1.40 3.00 4.00 
4. Task uncertainty 3.32 0.75 1.50 3.38 5.00 
5. Coercive budget use 2.78 0.70 1.25 2.75 5.00 
6. Enabling budget use 3.73 0.58 1.50 3.75 5.00 
7. Corporate policeman role 3.86 0.55 1.40 4.00 5.00 
8. Business partner role 3.83 0.71 1.00 3.80 5.00 


Note: Descriptive statistics refer to construct scores calculated as the mean score of the individual items. N for all 
constructs is 134. 


to indicate the importance of the following five tasks in their job: (1) analysing product/customer 
profitability, (2) evaluating investment opportunities, (3) developing local business strategy, (4) 
helping to meet local targets, (5) reducing costs and increasing earnings. Importance of corporate 
policeman role was measured in a similar way. We asked respondents to indicate how important 
the following five tasks were in their job: (1) developing internal controls and procedures; (2) 
ensuring that the BU observes all financial reporting requirements; (3) developing performance 
reports for higher level managers; (4) assessing whether the BU observes agreements with corpor- 
ate headquarters and adheres to company regulations; and (5) ensuring that BU managers do not 
spend more than strictly necessary from a corporate perspective. 

We examine the paths in our model analytically using partial least squares (PLS).'' Apart 
from environmental uncertainty, all multi-item constructs were modelled as reflective constructs. 
Environmental uncertainty was modelled as a formative construct because we had no a priori 
reason to believe that the items measuring the predictability of different aspects of the environ- 
ment were manifest indicators of one latent factor, causing the observed levels of predictability. 
Table 3 provides descriptive statistics for the constructs and Table 4 shows the bivariate corre- 
lations between the constructs.'? 


4. Results 


Following the guidelines of Hulland (1999), we analyse separately the measurement model 
and the structural model. To evaluate the adequacy of the measurement model we assess 


Table 4. Correlations of latent variables. 


1 2 3 4 5 6 7 

1, Interdependence A (impact 

OF others) 
2. Interdependence B (impact 0.674** 

ON others) 
3. Environmental uncertainty 0.161 0.162 
4. Task uncertainty — 0.040 —0.063 0.204* 
5. Coercive budget use 0.152 0.139 0.261** 0.184* 
6. Enabling budget use 0.226** 0.011 0.035 0.188* 0.191* 
7. Corporate policeman role 0.162 0.105 0.145 0.145 0.297** 0.365** 
8. Business partner role 0.308** 0.188* 0.344** 0.053 0.141 0.291** 0.412** 


Note: N = 134. Two-tailed significance levels: ***p < 0.001, **p < 0.01, *p < 0.05. 
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Table 5. Composite reliability and average variance extracted. 


Variable CR AVE 





1. Interdependence A (impact OF others) 1.00 1.00 
2. Interdependence B (impact ON others) 1.00 1.00 
3. Environmental uncertainty* 

4. Task uncertainty 0.92 0.58 
5. Coercive budget use 0.76 0.46 
6. Enabling budget use 0.79 0.48 
7. Corporate policeman role 0.65 0.30 
8. Business partner role 0.83 0.51 


*We do not obtain CR or AVE scores for environmental uncertainty because this is a formative construct. 


the constructs’ composite reliability, focusing on the composite reliability (CR) measure 
developed by Werts et al (1974) and average variance extracted (AVE) (Fornell and 
Larcker 1981). Both are reported in Table 5. The interpretation of the CR measure is 
similar to that of Cronbach's alpha; however, different from alpha, CR does not assume all 
indicators have an equal weight in the composition of the construct. Table 5 confirms that 
the composite reliability of all constructs is moderate to good, as all scores exceed the 
minimum threshold of 0.6 and most are higher than 0.8 (cf. Nunnally and Bernstein 1994, 
Hair et al. 1998). AVE indicates how much variance is shared between a latent construct 
and its indicators. Most AVE scores are close to, or higher than, the threshold value of 0.5 
that indicates that at least 50% of indicator variance is accounted for by construct variance 
rather than noise.'? Together, the results of these preliminary analyses confirm the adequacy 
of the measurement model. 

To test the structural model that includes the hypotheses and the exploratory paths from the 
different types of uncertainty to the roles of the control system and the roles of the controller, 
we run a PLS bootstrapping procedure (with 5000 subsamples with replacement) and evaluate 
the path coefficients and their significance. The results from this bootstrap are given in 
Table 6. Table 6 reports the path coefficients, the associated t-values and their significance 
and the А? statistics of the endogenous constructs. Figure 3 graphically depicts the significant 
аз. 

Regarding the effects of uncertainty, a first interesting finding is that попе of the four uncer- 
tainty measures significantly influences coercive budget use or corporate policeman role. Next, 
the results indicate that interdependence and environmental uncertainty — but not task uncertainty 
— affects enabling budget use. Enabling budget use is higher if the impact of others is higher 
{coefficient = 0.40, р < 0.001) and if environmental uncertainty is higher (coefficient. = 0.19, 
р < 0.05), but it is lower in units that have a higher impact on others (coefficient = — 0.24, р 
< 0.01). Finally, the paths from both task uncertainty (coefficient = 0.32, p < 0.01) and the 
zmpact of others to business partner role (coefficient = 0.21, р < 0.05) are significantly positive. 
The predictive validity of the model is considerable, with values of R* for the endogenous 
constructs ranging from 0.10 (coercive budget use) to 0.24 (business partner role). Overall, 
these findings provide limited support for Hypotheses 1 and 2. 

In support of Hypothesis 3, Table 6 shows that the path from enabling budget use to business 
partner role is significantly positive (coefficient = 0.25, p < 0.001). In addition, the path from 
enabling budget use to corporate policeman role is positive and significant (coefficient = 0.31, 
p < 0.01). Coercive budget use has a significantly positive effect on corporate policeman role 
(coefficient = 0.20, р < 0.05) but no effect on business partner role. Overall, these results are 
in line with our predictions. 
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Figure 3. Significant paths. 


5. Discussion, limitations and conclusion 


This paper set out to explore why the role of the controller varies across BUs. Specifically, we 
investigated how different types of uncertainty influence the controller's role, looking at both 
direct effects and indirect effects through the role of the unit's budgeting system. 


Table 6. Path coefficients and А? statistics. 


Path to: 
Coercive Enabling Corporate Business 
Path from: budget use budget use policeman role partner role 
1. Interdependence A (impact 0.09 0.40*** 0.01 0.21* 
OF others) (0.71) (3.35) (0.07) (1.89) 
2. Interdependence B (impact 0.06 —0.24** 0.06 —0.01 
ON others) (0.44) (2.08) (0.38) (0.06) 
3. Environmental uncertainty 0.15 0.19* 0.04 — 0.05 
(1.37) (1.74) (0.26) (0.52) 
4. Task uncertainty 021 —0.03 0.06 0.32** 
(1.41) (0.24) (0.43) (2.07) 
5. Coercive budget use 0.20* — 0.01 
(1.87) (0.09) 
6. Enabling budget use 0.31** 0.25*** 
(2.26) (2.84) 
Rm 0.10 0.12 0.20 0.24 
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Our investigation of uncertainty as an antecedent of control system and controller roles 
resulted in a number of interesting observations. First, neither coercive budget use nor the impor- 
tance of controllers’ corporate policeman role is affected by any type of uncertainty. Thus, the 
importance of controlling (as opposed to facilitating) the decisions of BU managers through 
budgets or BU controllers is insensitive to the level of uncertainty. This finding contradicts sug- 
gestions in the literature that, as uncertainty increases, control systems should become less rigid. 
These suggestions are based on the argument that pre-planning, behavioural constraints and moni- 
toring become less effective since, as uncertainty increases, accounting performance measures 
become less informative about managerial performance (e.g. Chong 1996, Abernethy and Brow- 
nell 1997, Ditillo 2004). Such arguments, which focus on the contextual appropriateness of bud- 
getary control, should therefore be complemented by arguments that suggest that when 
uncertainty increases, also the need for budgetary control goes up (e.g. Hartmann 2005) and 
these two effects might balance each other out. 

Our data also show an interesting pattern in the association between the different types of 
uncertainty and the enabling use of budgets. Uncertainty characterised by unpredictable 
outside events (environmental uncertainty and uncertainty caused by the impact of other depart- 
ments on the BU) are both types of uncertainty that positively affect enabling budget use. 
However, task uncertainty has no such effect, while uncertainty caused by the impact on others 
actually decreases enabling budget use. This confirms the conclusion of Hartmann (2005) that 
different types of uncertainty are likely to have different effects on the use of budgets. Using 
the budgeting system in an enabling way seems to be especially useful if the uncertainty originates 
outside the budget unit. In these situations, budgeting is used by managers to continuously update 
their beliefs about the environment and to discuss the threats and opportunities caused by the 
changing environment (Chapman 1998, Marginson and Ogden 2005). On the other hand, if the 
uncertainty is inherent in the unit’s production technology then the benefits of enabling budget 
use are much less salient. We do find, though, that task uncertainty increases the importance of 
the controllers’ business partner role. One possible explanation is that, in BUs that use more 
complex and less routine technologies, it is more important to continuously translate operational 
reality into financial figures (Chapman 1997). Thus, in relatively high task uncertainty BUs, con- 
trollers’ value-added is maximised if they are employed at the interface of operations and finance 
to help operational managers understand how their behaviour ultimately affects the bottom line 
and how financial goals should impact on operations. 

We also looked at the relationship between the role of the budgetary control system (enabling 
or coercive) and the role of BU controllers (business partner or corporate policeman). Despite the 
growing literature on both topics, Chapman (1998) to date is the only empirical study that we are 
aware of that has looked simultaneously at the roles of control systems and controllers under 
uncertainty. Our study builds on the fieldwork of Chapman (1998) by providing cross-sectional 
evidence that enabling budget use is positively associated with a higher emphasis on controllers’ 
business partner role and that coercive budget use is positively associated with a higher emphasis 
on controllers’ corporate policeman role. We also find a positive association between enabling 
budget use and the importance of the corporate policeman role. This result is important 
because it suggests that ‘looser’ forms of budgeting are accompanied by a stronger focus of con- 
trollers on guarding against managerial opportunism. In this sense, it supports Sathe’s claim that 
controller involvement may ‘put an early stop to ill-conceived, ill-advised, or illegal courses of 
action being contemplated, that is, before-the-fact or anticipatory control’ (1982, р. 19).!^ As 
companies start using their budgeting system primarily to facilitate managers’ decision-making 
processes and to allow learning, they counterbalance the increased vulnerability to managerial 
opportunism by strengthening BU controllers’ ties to corporate headquarters and emphasising 
the importance of internal controls and adherence to company rules and regulations. 
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As specified in the introduction, this paper contributes to different streams in the management 
accounting literature, including the contingency literature on the design and use of control 
systems and the emerging literature on the roles of management accountants and controllers. 
We believe our findings are also interesting for business practice. Organisations around the 
world continue to struggle with the design of their budgeting systems and the structure of their 
organisational control function. Our study suggests that these two factors are not independent 
and that changes in the role of budgeting might call for accompanying changes in the role of con- 
trollers. Nevertheless, the literature in this area is still in an embryonic state and our research 
endeavours are of an exploratory nature. This is also reflected in its limitations. First, using 
data from a cross-sectional survey, this study is not immune to the limitations that are inherent 
in this research method and that have been discussed extensively in the literature (e.g. Young 
1996, Van der Stede et al. 2005). For example, we assumed a causal direction in our analyses, 
but our cross-sectional analysis does not allow any definitive conclusions about causality (see 
Luft and Shields 2003). Although we tried to minimise such problems, for example, by closely 
following the guidelines of Dillman (2000), our data may suffer from common method bias or 
social desirability or other biases introduced by the survey procedure. Another limitation is 
that we partially had to rely on newly developed measures. While evaluation of the measurement 
model in PLS provided some indication that these new measures exhibit sufficient reliability and 
validity, future research is needed to further establish these measures. In interpreting our findings, 
it should also be taken into account that we only examined a limited set of linear relationships and 
for example did not allow for nonlinearities or interactions with variables at the level of the 
individual. This final issue is important because recent research suggests that individual differ- 
ences between controllers are often predictive of unit level outcomes (Naranjo-Gil et al. 2009, 
Hartmann and Maas 2010, Ge et al. 2011). 

Clearly, future research should address these limitations and should try to establish whether 
our findings hold in other settings and if research is conducted using alternative methods and 
measures. We also suggest a number of other areas where future research is needed. First, 
cross-sectional contingency studies that focus on the use, rather than of the design, of control 
systems are still relatively rare, as are studies that try to explain variations on controller function 
design from environmental and task-related characteristics. Next, we believe theoretical progress 
is needed with regard to both the role of control systems and controllers. We chose to use the 
enabling /coercive budget use framework (Adler and Borys 1996, Ahrens and Chapman 2004) 
and the business partner vs. corporate policeman framework (Jablonsky et al. 1993, Jablonsky 
and Keating 1998) because these are relatively comprehensive frameworks. However, we 
could also have chosen to focus on some other concepts, for example, interactive vs. diagnostic 
budget use (Simons 1995) and the involved vs. the independent controller (Sathe 1982). ЈЕ is 
unclear how exactly, if at all, that would have changed our expectations or our findings since 
these concepts are to a large extent overlapping. Third, future research should also deal more fun- 
damentally with the concept of uncertainty, especially managerial uncertainty as a driver of organ- 
isational design. For example, how exactly do environmental and task uncertainty differ? Finally, 
research is needed that explicitly links controller role enactment and behaviour with performance 
at various levels (i.e. the individual, the unit and the firm), as, currently, there are very few studies 
examining how the role(s) played by controllers ultimately impact on the methods for creating 
value in organisations and the amount of value so created. 
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Notes 


1. Throughout this paper, we use the job titles ‘management accountant’ and ‘controller’ interchangeably. 
Two other styles of use described by Burchell et al. (1980) and Hopwood (1980) are use as an ammu- 
nition machine and use as a rationalisation machine. If the system is employed as an ammunition 
machine, organisational participants use it to manipulate information cues that enter decision- 
making processes to promote their own particular positions. If it is employed as a rationalisation 
machine, managers use accounting figures ex post to legitimise and justify their actions and decisions 
(Burchell et al. 1980). These styles of use may be considered non-functionalistic in the sense that they 
reflect accounting’s role in the organisational politics surrounding decision-making processes instead 
of a potentially value-adding activity. 

3. Inaddition, the original classification of Hopwood (1972) has been criticised for its lack of analytical sharp- 
ness. Recently Hartmann et al. (2010) showed that the evaluation styles may be multidimensional and com- 
prise both general leadership characteristics and the choice of (non-)financial performance metrics. 

4. While we assume that the emphasis placed on alternative controller roles represents a design choice 
made by the organisation, we also acknowledge that in some organisations individual controllers 
might have some discretion in choosing how to enact their alternative roles. 

5. Chapman (1998) did not explicitly differentiate between types of uncertainty, as uncertainty was related 
to the strategic choice of the firm. The firm showing the highest performance had chosen an entrepreneur- 
ial strategy that led to both high task and environmental uncertainty. In this firm, the interaction between 
controllers and line managers appeared to be the highest of the four firms investigated. 

6. This project also provided the data for Maas and Matéjka (2009). The items used to measure the con- 
trollers' business partner role in our study were also used in Maas and Matějka (2009). Environmental 
uncertainty, task uncertainty and interdependence served as control variables in that study, which 
focused on the controller’s engagement in data misreporting. 

7. The ‘Controllers Instituut’ (CI). See www.ci.nl for a more detailed description, in English, of the CI 
and its activities. 

8. We drop controllers who work for multiple units because they might play different roles in different 
units. Given the items that we use to measure our variables, this would make it difficult to interpret 
their responses. 

9. The same test using all 186 questionnaires received also indicated that there was no non-response bias. 

10. The instrument used by Chapman and Kihn (2009) only measures enabling control and does not 
address coercive control. Their instrument comprises 20 items that reflect various managerial beha- 
viours that the budgeting system evokes, in four categories. Note, however, that their hypotheses 
refer to the global construct of enabling control rather than its four underlying dimensions. The 
global construct is the focal point in their analysis. 

11. We use Smart PLS 2.0 (Ringle et al. 2005). 

12. The descriptive statistics refer to construct scores that were calculated as the mean of their indicator 
scores and not to the scores obtained by PLS. PLS calculates construct scores as a weighted 
average of standardised item scores and, as such, the PLS means are not very informative as descriptive 
representations of the sample data. 

13. The single exception is the AVE for the corporate policeman role, which is 0.30. 

14. Ме thank one of the reviewers for this suggestion. 
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We analyse the application of hedge accounting and its influence on hedging behaviour in 
German and Swiss non-financial corporations. Of our sample companies, 7296 apply hedge 
accounting. The likelihood of its use is associated with frequency of derivatives usage, size, 
IFRS experience, perceived importance of reduced earnings volatility and low growth 
opportunities. More than half of the companies using hedge accounting indicate that the 
accounting rules influence their hedging behaviour Companies are more likely to be 
affected if they use derivatives only occasionally, are smaller, are highly leveraged, have 
dispersed shareholding, have fewer growth opportunities and hedge selectively. 


Keywords: hedge accounting; hedging; IAS 39; derivatives; risk management; SFAS 133 


Derivatives within the BASF Group are generally used for hedging purposes. The bulk of these con- 
tracts, however, are not accounted for using hedge accounting as defined under IFRS. Nonetheless, 
these derivatives are effective hedges in the context of the group strategy. (BASF AG 2006, p. 101) 


We decided that our hedging was not economically necessary and we stopped it before implemen- 
‘tation. We didn't want to get involved with IAS 39. (Jon Symonds, Chief Financial Officer, Astra 
Zeneca ple, 2006) 


Any standard that needs more than 200 interpretations has got to have a major defect. (Sir David 
Tweedie, Chairman of the IASB, 2001) 


1. Introduction 


From its inception in 1998, IAS 39, ‘Financial Instruments: Recognition and Measurement’, has 
met with fierce criticism. The same holds true for its US GAAP counterpart, SFAS 133, 
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‘Accounting for Derivative Instruments and Hedging Activities’. One of the focal points of the 
debate is the set of rules for hedge accounting promulgated by the standards.! Accountants, audi- 
tors and academics have denounced the rules as overly complex, restrictive and excessively bur- 
densome (Osterland 2000, AFP 2002, Pollock 2005). 

With hedging, companies strive to reduce exposure to financial risks by setting up offsetting 
positions, typically with the help of derivative financial instruments. Under normal accounting 
rules, the hedged item and the derivative are often accounted for differently so that gains and 
losses resulting from the two instruments are not reported simultaneously in profit or loss. 
Hedge accounting is a set of special rules designed to ensure that gains and losses on hedged 
items and hedging instruments are recognised in the same period, thereby preventing earnings 
volatility that is not economically justified. However, in order to ensure that managers cannot 
abuse the exceptions from general recognition and measurement principles for earnings manage- 
ment purposes, IAS 39 and SFAS 133 define rules under which hedge accounting may be applied. 

It is this set of detailed rules that makes hedge accounting complex and burdensome for com- 
panies. The first of the above three quotations, taken from the 2005 financial report of a large 
German chemical company, suggests that the restrictions imposed by IAS 39 might induce 
some companies to shrink from applying hedge accounting altogether, even though this is 
likely to increase earnings volatility. The second, coming from the CFO ofa large British pharma- 
ceutical company, points to an even more serious allegation: that IAS 39 induces companies to 
reduce their level of hedging because the strategies they would normally apply are not permissible 
under IAS 39 (Osterland 2000, Pollock 2005). 

IAS 39 (and SFAS 133) may thus present companies with a dilemma. Given the standard's 
restrictive and rigid rules, companies can either implement the risk management strategies they 
consider economically optimal, forgo hedge accounting and accept earnings volatility, or apply 
hedge accounting to reduce earnings volatility, but accept sub-optimal risk management strat- 
egies. In both cases, firm value is likely to suffer. 

Despite the intense controversy surrounding IAS 39 (and SFAS 133) there is very little empiri- 
cal evidence on the application of hedge accounting by non-financial companies or on how hedge 
accounting rules influence companies’ risk management. Our study is intended to fill this void. 
Based on a survey study of German and Swiss non-financial stock-listed companies undertaken 
in the winter of 2007—2008, we investigate how companies manage their financial risks. For those 
companies that actively manage financial risks with derivatives, we then analyse whether they do 
or do not apply hedge accounting and which factors determine this decision.” Furthermore, for 
companies that apply hedge accounting we analyse whether IAS 39 hedge accounting rules 
affect their financial risk management and which factors drive this influence. 

More than 90% of the companies that took part in our survey manage financial risks with 
derivative financial instruments. However, only 72% of the companies that manage risks with 
derivatives also apply hedge accounting. Our evidence suggests that larger companies and com- 
panies that frequently use derivatives for hedging purposes are more likely to apply hedge 
accounting. This is to be expected, since it is relatively easy for these companies to amortise 
the costs of hedge accounting. We also find that the likelihood of using hedge accounting is posi- 
tively related to companies' experience with IFRS. As one would expect, companies for which the 
reduction of earnings volatility is important are also more likely to apply hedge accounting. 
However, while we had expected companies with growth opportunities to be concerned about 
earnings volatility and thus to be prone to employing hedge accounting, our findings indicate 
that growth companies are actually less likely to apply hedge accounting than companies in 
more mature markets. | 

With regard to our second major line of investigation, we find that more than half the com- 
panies that apply hedge accounting indicate that IAS 39 hedge accounting rules do indeed 
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influence their hedging behaviour. Our results with respect to the reasons for this influence, while 
not as strong, suggest that larger companies and those that often use derivatives are less likely to 
be affected in this way. In contrast, high leverage, dispersion of ownership and scarcity of growth 
opportunities increase the likelihood that risk management will be influenced by IAS 39. In 
addition, companies are more likely to be affected by the hedge accounting rules if they follow 
selective hedging strategies, i.e. profit-orientated strategies based on forecasts of market rates 
(Glaum 2002, Lins et al. 2010). 

Our research contributes to the existing literature in the following ways. First, our study pro- 
vides empirical evidence on the application of IAS 39 hedge accounting rules by non-financial 
companies. Second, we provide evidence on whether hedge accounting rules influence compa- 
nies’ risk management practices. Previous studies on the effects of IAS 39 and SFAS 133 
mostly have tried to infer the impact of hedge accounting rules indirectly by analysing companies’ 
economic exposures to financial risk factors before and after implementation of the accounting 
standards (Singh 2004, Richie et al. 2006, Zhang 2009). However, within these time-series 
studies it remains unclear how sample companies actually manage their risks and, in particular, 
whether they use derivatives solely for hedging or also for speculative purposes (Hentschel 
and Kothari 2001, Géczy et al. 2007, Lins et al. 2010). For this reason, it is not fully clear 
whether changes in companies' exposures are caused by the changes in the accounting standards 
or by other factors. Analysis of companies' footnote disclosures in financial statements also 
allows only limited insights. The disclosures are often not very detailed (Hentschel and 
Kothari 2001), and managers purposely do not fully disclose available information about their 
risk management strategies (Marshall and Weetman 2007, 2008). By using a survey design, 
we elicit in detail how companies manage risks, how they use derivatives, how they apply the 
hedge accounting rules of IAS 39 and how these rules affect their risk management practices. 
Third, our study indicates that whether non-financial companies do or do not apply hedge 
accounting can be explained by the costs of applying the burdensome and restrictive rules and 
by the expected benefits, namely, the reduced earnings volatility. And, to a lesser degree, our find- 
ings suggest that the impact of IAS 39 on companies' risk management is also a function of the 
costs and benefits of applying hedge accounting. 

Our study is timely because of the current efforts to reform accounting for financial instru- 
ments. In March 2008 the International Accounting Standards Board (IASB) issued a discussion 
paper entitled ‘Reducing Complexity in Reporting Financial Instruments’, in which it discussed 
the possibilities of simplifying the application of hedge accounting (IASB 2008). Because of the 
financial crisis and intense political pressure from the European Union, the Board later accelerated 
this project. It now plans to replace IAS 39 with a new standard (IFRS 9). In a first step, in 
November 2009 the Board issued new rules for classifying and measuring financial instruments 
(IASB 20092)? At the same time, it issued an exposure draft on the impairment of financial instru- 
ments (IASB 20095). Finally, in December 2010, it also published an exposure draft on account- 
ing for hedging activities (IASB 2010). The Board believes that the proposed hedge accounting 
rules are more objectives-based than those of the current IAS 39, that they overcome weaknesses 
of the current model and that they align accounting more closely with risk management practices 
and hence generate more useful information (IASB 2010, para. IN3).* Officially, the IASB's 
financial instrument project is a joint project with the US Financial Accounting Standards 
Board (FASB). Nonetheless, in June 2010, the FASB published its own exposure draft on 
accounting for financial instruments (FASB 2010), which differs in major respects from the 
IASB's proposals. 

The rest of the paper is organised as follows. In the next section we give a brief overview of 
the hedging of financial risks with derivatives and accounting for these transactions. Section 3 
reviews the literature addressing hedge accounting and its impact on risk management. 





462 M. Glaum and А. Klócker 


In section 4 we develop our predictions concerning the application of hedge accounting and the 
influence of JAS 39 hedge accounting rules on the hedging behaviour of non-financial companies. 
Section 5 describes our sample and the empirical methodology. Our research findings are pre- 
sented in section 6. Section 7 concludes the paper with a short summary. 


2. Institutional background 
2.1 Financial hedging 


Hedging describes the process of offsetting exposures to business risks. This paper focuses on 
financial risks that can be managed by financial instruments, in particular with derivatives 
(Bartram et al. 2009). The most important financial risks faced by non-financial corporations 
are foreign exchange, interest rate and commodity price risks (Servaes et al. 2009). In a world 
of perfect capital markets, financial hedging at the company level would not be necessary, as 
investors would be able to construct such hedges on their own at no cost. However, under 
more realistic assumptions of information asymmetries, costs of financial distress, taxes and 
other forms of market imperfections, hedging financial risks can increase company value 
(Smith and Stulz 1985, Froot et al. 1993). 

A company may use financial and operational hedges. One common example of an oper- 
ational hedge against foreign currency risks is geographical diversification. By aligning costs 
and revenues across foreign currencies, companies can mitigate their exposure to specific 
exchange rates. However, even though foreign exchange risks can be managed this way, Allayan- 
nis et al. (2001) show that operational hedges are not a perfect substitute for financial hedging, 
and Kim et al. (2006) find that financial hedging is more effective than operational hedging. 
This superiority of hedging with financial instruments is mainly based on its greater flexibility 
and on the lower capital investment requirements. 

Financial hedging is commonplace in many non-financial companies (e.g. Bodnar et al. 1995, 
Marshall 2000, Glaum 2002, Nguyen and Faff 2002). Survey studies indicate that, in many com- 
panies, financial risk management is centralised at corporate headquarters (Bodnar et al. 1995, 
Fatemi and Glaum 2000, Glaum and Klócker 2009). Centralised risk management enables compa- 
nies to balance out long and short positions and to calculate the group-wide net positions for cur- 
rencies, interest rates or commodities. Only these net exposures need to be hedged in the derivatives 
markets, and the lower hedging volume saves transaction costs (Shapiro 2006, pp. 350—351). Fur- 
thermore, centralisation allows the firm to benefit from economies of scale (larger overall positions, 
employment of specialised know how, access to international financial markets). 

Companies may use derivative financial instruments not only to hedge existing exposures but 
also to build up additional, speculative positions. Findings of survey studies and disclosures in 
financial reports suggest that most non-financial companies do not engage in outright speculation. 
However, empirical studies. consistently show that many companies follow ‘selective’ hedging 
strategies, in particular in the area of foreign exchange risk (Greenwich Treasury Advisors 
1999, Bodnar and Gebhardt 1999, Glaum 2002, Géczy et al. 2007, Glaum and Klócker 2009). 
That is, companies hedge only risk positions for which they expect a currency loss while 
leaving open positions for which they expect a gain, given forecasts of changes in exchange 
rates. Inasmuch as the companies purposely leave some of their positions unhedged in order to 
gain from such changes, selective hedging contains a speculative element. 


2.2 Hedge accounting according to IAS 39 


The fundamental problem in accounting for hedging relationships is that two transactions, the 
hedged item and the hedging instrument, are economically linked to each other. With hedging, 
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changes in the value (or in the cash flows) of the hedged item will be compensated by reciprocal 
changes in the hedging instrument. If general accounting principles are applied, the two trans- 
actions have to be measured on an item-by-item basis. Under the current set of recognition and 
measurement rules, the offsetting gains and losses are often recognised in different periods. 
The hedging instrument is usually a derivative financial instrament and must therefore be recog- 
nised at fair value through profit or loss. The hedged item, on the other hand, will often be 
accounted for differently (‘mixed measurement model’). It may be measured at cost or at fair 
value through other comprehensive income, or it may not be recognised at all if the company 
hedges risks associated with forecast transactions. Such ‘accounting mismatches’ lead to econ- 
omically unjustified earnings volatility. 

To avoid these problems, IAS 39 provides two methods of hedge accounting, fair value and 
cash flow hedge accounting, as exceptions to the general accounting rules.? Put simply, with fair 
value hedge accounting the accounting for the hedged item is aligned with that of the hedging 
instrument by shifting income recognition of the value changes of the hedged item forward in 
time. The value changes of the hedged item determined by the hedged risk are immediately recog- 
nised in profit or loss, symmetrically with those of the hedging instrument (IAS 39.89). With 
cash flow hedge accounting, on the other hand, the recognition of value changes of the 
hedging instrument in profit or loss is deferred to a later point in time when the corresponding 
value changes of the hedged item affect earnings. More precisely, the value changes of the 
hedging instrument that are effective in the sense that they compensate changes in the value of 
the hedged item determined by the hedged risk are ‘parked’ in equity. They are ‘recycled’ 
when the hedged item affects profit or loss (IAS 39.95—99). 

IAS 39.88 requires that a number of conditions must be cumulatively fulfilled in order for 
hedging relationships to qualify for hedge accounting (see Ghosh 2006 for details). First, the 
company must designate and document the hedging relationship at the inception of the hedge. 
Second, the hedging relationship must be expected to be ‘highly effective’ and the effectiveness 
must be assessed throughout the duration of the hedge. Third, for hedges of forecast transactions, 
it must be ‘highly probable’ that the transactions will take place. 

The effectiveness test is often considered to be the most difficult and burdensome aspect of 
hedge accounting under IAS 39.’ According to IAS 39.9, effectiveness is the degree to which 
changes in the fair value or cash flow of the hedged item that are attributable to a hedged risk 
are offset by corresponding changes in the hedging instruments. IAS 39 requires two kinds of 
effectiveness tests. The prospective effectiveness test is a forward-looking test of whether a 
hedge is expected to be highly effective in the future. This test has to be conducted at the inception 
of the hedge and repeated during the hedge relationship, at a minimum at the dates when the 
company prepares its annual or interim financial statements (IAS 39.AG106). Moreover, at 
each test point it has to be demonstrated that the hedge relationship has actually been highly effec- 
tive in the past (the retrospective effectiveness test). Should one of the effectiveness tests fail, 
hedge accounting must be terminated from the date on which effectiveness was last proved 
(IAS 39.AG113). 

Ineffectiveness can arise from differences in the principal terms of the hedged item and the 
hedging instrument — for example, differing amounts, settlement dates or credit risks. With the 
hedging of commodity price risks, ineffectiveness can also arise if, owing to a lack of availability, 
the hedging derivative is based on a different quality or even on a different raw material than the 
hedged item. 

IAS 39.84 prohibits designating a net position as a hedged item. For example, a company may 
not designate the net balance from its US dollar receivables and its US dollar payables as a hedged 
item. The reason is that, for reliability, there must be a clearly identifiable relationship between the 
hedged item and the hedging instrument (IAS 39.78 and 39.83—84). Such a relationship usually 
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exists when individual items are hedged by individual hedging instruments (a micro-hedge). The 
standard allows firms to combine several hedged items only when they share the same risk 
exposure and the value changes of individual items in response to the risk factor are more or 
less proportionate to the value change of the whole portfolio.® This is, of course, not the case 
with a net position made up of long and short positions. Thus the micro-hedge approach of 
IAS 39 is not compatible with the well-established practice of centralising and netting risk 
exposures at companies’ headquarters (macro-hedging). 


3. Previous research 


Below, we discuss (1) studies that focus on whether and how companies apply hedge accounting 
and (2) studies that investigate the impact of IAS 39 or SFAS 133 hedge accounting rules on com- 
panies’ risk management. Despite the controversy that surrounds hedge accounting, only a few 
academic studies address these issues. 

To our knowledge, the only study that analyses the application of hedge accounting in any 
detail is a survey study of 175 non-financial companies by the Association of Financial Pro- 
fessionals (AFP) in the US in the summer of 2002, two years after the introduction of SFAS 
133 (AFP 2002). Most of these companies applied hedge accounting at least for some of their 
hedges. However, depending on the type of risk hedged, up to 35% of companies decided not 
to apply hedge accounting for their derivative holdings. Almost half the respondents described 
the accounting rules as ‘excessively burdensome’. However, this study does not analyse which 
factors determined whether or not companies applied hedge accounting. Pirchegger (2006) dis- 
cusses under which conditions hedge accounting will be applied within the framework of an 
agency model where management compensation is based on accounting income. Under her 
model, if operational exposures are smooth across periods, the company will forgo hedge 
accounting. ТЕ, on the other hand, the company’s risk exposure differs markedly across periods 
and compensation risk therefore is high, hedge accounting will be applied. 

Our second research question is whether the standards for financial instruments and hedge 
accounting (SFAS 133 and IAS 39) influence non-financial companies’ risk management.” 
Melumad et al. (1999) show that, in a three-period model with information asymmetries 
between management and investors, both fair value hedge and cash flow hedge accounting as pre- 
scribed by SFAS 133 and IAS 39 distort the optimal economic hedge. Under both accounting 
regimes, the financial statements for the interim period, and especially the presented earnings, 
do not transmit all relevant information about the underlying risk exposure of the firm and the 
hedging decision taken by management in the first period. Consequently, managers shy away 
from the optimal hedge in the initial period to prevent negative market reactions in the following 
period resulting from incomplete information. DeMarzo and Duffie (1995) also show in their 
model that requiring companies to report detailed results of their hedging activities may induce 
managers to hedge less, because the reporting makes earnings more obviously reflect managerial 
performance. Risk-averse managers may forgo hedging in order to avoid the increased 
transparency. 

An empirical study by Marshall and Weetman (2007) documents that managers indeed choose 
not to disclose all available information about their risk management if given scope for discretion. 
The authors analyse financial statements of US and UK companies with regard to disclosures con- 
cerning foreign exchange risk management and compare the information content with infor- 
mation elicited by a survey on this topic. Using a coding checklist, they find that companies 
disclose only about 40% of the items that the questionnaire results suggest are relevant. 

Some empirical studies attempt to infer the economic effects of accounting standards on the 
extent of hedging by studying footnote disclosures in annual reports and the properties of key 
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financial accounting numbers and share prices. However, the results of these studies are not fully 
conclusive. Singh (2004) analyses a sample of 305 US Fortune 500 companies and finds that 
neither usage of derivatives nor the companies’ risk characteristics changed following the intro- 
duction of SFAS 133. Richie et al. (2006) look at a sample of US multinational companies and 
document an increase in earnings volatility and a decrease in earnings predictability after 
implementation of SFAS 133. In a more recent paper, Zhang (2009) concludes that the increased 
transparency required by SFAS 133 has induced US companies to adopt more prudent risk man- 
agement strategies. All three papers rely on archival data, and the methods applied do not allow 
direct observation or measurement of companies’ hedging behaviour. As Lins et al. (2010) point 
out, Zhang’s (2009) results should be interpreted with caution ‘since it is not possible using archi- 
val data to determine with much confidence whether a firm uses derivatives to hedge or to specu- 
late’. Moreover, none of the three papers investigates which factors determine whether hedge 
accounting influences companies’ hedging activities. 

A current working paper by Lins et al. (2010) is based on a worldwide survey of non-financial 
companies. In 2005, the questionnaire was sent to about 4000 companies in 48 countries; 354 
companies took part in the study. A significant portion of the participants affirmed that the 
Accounting standards have compromised their ability to hedge from an economic perspective. 
Companies from countries with a high quality of financial reporting and strict enforcement 
were more likely to be affected by the accounting standards, as were stock-listed companies, com- 
panies that took active, speculative positions and companies that prioritised reducing earnings 
volatility. In contrast, companies with more sophisticated (i.e. institutional) investors were less 
likely to be hampered by the standards. However, even though the study by Lins et al. (2010) 
analyses the impact of SFAS 133 and IAS 39, a substantial number of the responding companies 
did not apply either SFAS 133 or IAS 39 because they were located in countries that did not allow 
the application of IFRS or US Generally Accepted Accounting Principles (US GAAP). Further- 
more, the sample comprised both stock-listed and private companies, and many of the latter are 
unlikely to apply IFRS or US GAAP even if they reside in countries that require these standards 
for stock-listed companies. In comparison, the present study is based on a survey that was 
addressed to German and Swiss stock-listed companies, all of which are required to apply 
IFRS for their consolidated financial statements. 


4. Predictions 
4.1 Which companies apply hedge accounting? 


Our first main research objective is to analyse which factors drive non-financial companies’ 
decision of whether or not to apply hedge accounting. Our fundamental proposition is that the 
choice is driven by benefits and costs (Fields et al. 2001). In what follows we develop more 
specific predictions. 


4.1.1 Benefit-based predictions 


In their survey of financial executives, Graham et al. (2005) document that earnings are the most 
important performance measure for company managers in their communication with outsiders. 
Executives have a strong preference for a smooth earnings path, and they are willing to sacrifice 
long-term firm value in order to achieve short-term earnings targets (also see DeFond and Park 
1997). There may be several reasons for this. A constant earnings path can improve the infor- 
mation content of earnings (Tucker and Zarowin 2006), and Barth ef al. (1999) show that 
capital markets reward companies with constantly increasing earnings. Moreover, if companies’ 
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cost of financial debt is linked to accounting earnings, managers may prefer a smooth stream of 
earnings in order to fulfil contractual obligations such as debt covenants based on financial state- 
ment figures (Watts and Zimmerman 1990, DeAngelo et al. 1994, DeFond and Jiambalvo 1994, 
Becker et al. 1998). Finally, if financial accounting is linked to tax accounting, companies may be 
able to reduce their overall tax burden by smoothing income (e.g. Healy and Wahlen 1999). For 
these reasons, we generally expect companies that regard reducing earnings volatility as a major 
goal of financial risk management to be more likely to apply hedge accounting (Lins et а!. 2010). 

Economic reasoning and results of empirical studies suggest that reduction of the expected costs 
of financial distress is an important economic argument in favour of hedging (Guay 1999, Graham 
and Rogers 2002, Borokhovich et al. 2004, Bartram et al. 2009). As we explained above, the ben- 
eficial effect of hedging on the company’s financial situation may be visible to equity investors and 
creditors only if the company can apply hedge accounting in its financial statements. This is the 
more important the higher a company’s financial risk. Thus we expect a positive correlation 
between a company’s leverage and the likelihood that it will apply hedge accounting. 

Next, high-growth companies depend on the capital markets to fund profitable future invest- 
ment projects (Teoh et al. 1998, Hribar and Nichols 2007). At the same time, growth opportunities 
are often associated with a high degree of information asymmetry. Therefore companies with 
more growth opportunities are harder for outside investors to value (Van Ness et al. 2001), 
which in turn raises the cost of capital (Barry and Brown 1985, Lang and Lundholm 1996). 
A constant earnings path can reduce the estimation risk for investors (Barron её al. 1999, 
Dichev and Tang 2009). Therefore we suggest that growth companies have an incentive to 
reduce earnings volatility as much as possible by applying hedge accounting. 

We also consider the possible influence of company ownership structures on corporate govern- 
ance and, thereby, on financial reporting (Marshall and Weetman 2007). Because oftheir active role 
in monitoring management (Butz 1994, Bethel et al. 1998), large shareholders have more infor- 
mation about the financial position of the firm and need not rely solely on published accounting 
numbers such as earnings. Their direct access to management and their usually more sophisticated 
handling of corporate information (Healy and Palepu 1993) will tend to reduce the benefits of 
smoothing earnings through hedge accounting (Lins et al. 2010). We therefore expect ownership 
concentration to reduce the likelihood of the application of hedge accounting. 


4.1.2 Cost-based predictions 


Hedge accounting seems beneficial for all hedgers (Trombley 2003); however, it carries signifi- 
cant costs. In order to apply hedge accounting, companies need accounting experts who are fam- 
iliar with the complex set of rules as well as reporting systems that allow for adequate 
documentation of the hedging relationships and for an ongoing assessment of their effectiveness. 
The development and the continuing service of such systems are associated with fixed costs and 
thus with economies of scale. This leads to three interrelated predictions. First, we expect a posi- 
tive relationship between company size and the application of hedge accounting. Larger compa- 
nies generally have more resources; for example, Corman (2006, p. 69) reports that General 
Electric employs approximately 40 full-time employees to ensure the accuracy of its hedge 
accounting.'° Second, companies can amortise the costs associated with hedge accounting if 
they frequently use derivatives for hedging purposes.'' We therefore expect a positive relation- 
ship between the intensity of the use of derivatives and hedge accounting. Third, empirical 
studies document a close relation between companies’ financial risks and their derivative 
usage; the higher its financial exposure, the more likely a company is to hedge with derivatives 
(Géczy et al. 1997, Allayannis and Ofek 2001, Bartram et al. 2009). We therefore expect 
companies for which financial risks are important to be more likely to apply hedge accounting. 
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The application of hedge accounting may also be related to companies’ experience with IFRS. 
Since 2005, German listed companies have been required to use IFRS in preparing their conso- 
lidated financial statements, and Swiss listed companies have been required to apply either IFRS 
or US GAAP. However, some German and Swiss companies voluntarily started to apply IFRS as 
early as the first half of the 1990s. Hedge accounting and accounting for financial instruments in 
general are among the most complex and burdensome aspects of IFRS. Thus, it appears reason- 
able to assume that some companies may have adopted a step-by-step approach. That is, they may 
first have implemented other sections of IFRS and may have adopted hedge accounting at a later 
stage, after gaining experience and after setting up more advanced information systems. This 
leads us to predict a positive relation between the length of time a company has already been pre- 
paring IFRS financial statements and the likelihood of its applying hedge accounting. 

Hedge accounting may also entail indirect costs. Difficult questions can arise and, despite the 
detailed rules of the Application Guidance and the Illustrative Examples of IAS 39, company 
management will often have to exercise judgement in applying the rules. This is likely to lead 
to discussions and conflicts with the company’s auditor and possibly with enforcement agencies. 
Such disputes cost management time and attention, as well as increased audit and consultancy 
fees. Furthermore, there are also the dangers of damaging the company’s reputation and the 
threat of litigation. 

The indirect costs may be related to the type of auditor. Empirical studies suggest that financial 
statements audited by international Big 4 auditors show a higher quality than those audited by 
non-Big 4 auditors (Teoh and Wong 1993, Becker et а!. 1998, Krishnan 2003, Geiger and 
Rama 2006), perhaps because Big 4 firms bear a higher reputation risk (Francis and Wang 
2008). Their stricter interpretation of accounting rules may raise implementation costs and may 
generally hamper the application of hedge accounting as management’s discretion decreases. 
On the other hand, the large international Big 4 audit firms, with their national offices and tech- 
nical experts, may provide better client support than smaller, national or regional audit firms, 
improving financial statements and reducing litigation and disputes with enforcement agencies. 
Therefore we propose that the type of auditor influences the application of hedge accounting, 
but we do not predict the direction of this influence. 


4.2 Which companies are influenced in their hedging behaviour by hedge accounting 
rules? 


Our second research objective is to analyse the factors that determine whether hedge accounting 
rules affect companies’ financial risk management. Our major premise is that hedge accounting 
will affect risk management only if company managers are very concerned about the volatility 
of reported earnings. Hence, we predict that companies that perceive reducing earnings volatility 
to be a major goal of financial risk management are more likely to be affected by hedge account- 
ing rules (Lins et al. 2010). Furthermore, given the arguments presented above in section 4.1, we 
predict that financial risk (leverage), ownership dispersion and growth opportunities will also 
increase a company’s likelihood of being affected by the accounting standards. 

Cost-related factors may also affect the relationship between the accounting rules and finan- 
cial hedging. As we explained in section 4.1, large companies, companies for which financial 
risks are important, companies that regularly hedge with derivatives and companies that are 
experienced in the application of IFRS are likely over time to develop routines for the accounting 
of hedging transactions. Thus, for these companies the application of IAS 39 hedge accounting 
may be less burdensome and less difficult to achieve without compromising optimal risk manage- 
ment practices. We therefore predict that company size, the importance of financial risks, the use 





468 М. Glaum and A. Klécker 


of derivatives and experience with IFRS all decrease a company’s likelihood of being affected by 
hedge accounting. 

The type of auditor may also influence the likelihood of companies’ risk management being 
influenced by hedge accounting rules. Again, we do not predict the direction of this influence. The 
potentially stricter interpretation of hedge accounting rules by Big 4 auditors may make it more 
difficult for companies to achieve hedge accounting treatment for the hedging relationships they 
ideally would like to implement. At the same time, Big 4 audit firms may provide better expertise 
and support, which may enable their clients to apply hedge accounting without a negative impact 
on risk management practices. 

Another factor that may influence the relationship between hedge accounting and hedging is 
the type of risk management the company pursues. Theoretical work on the effects of hedge 
accounting emphasises that the disclosures entailed by hedge accounting may influence corporate 
hedging strategies (DeMarzo and Duffie 1995, Melumad et а!. 1999). The findings of Zhang 
(2009) suggest that the increased transparency brought about by SFAS 133 has induced US com- 
panies to adopt more prudent risk management strategies. As we mentioned above, it is known 
from survey studies that a high proportion of companies hedge selectively (Greenwich Treasury 
Advisors 1999, Bodnar and Gebhardt 1999, Glaum 2002, Géczy et al. 2007, Glaum and Klócker 
2009). In these companies, the hedge ratios are influenced by management’s views on future 
exchange rates, interest rates and commodity prices, bringing a speculative element into the 
hedging process. Mark-to-market accounting for derivatives, hedge accounting rules and 
related disclosures make hedging strategies more transparent to outsiders. In this sense, IAS 39 
and SFAS 133 shed more light on the speculative element of firms’ hedging strategies. We there- 
fore expect selective hedgers to be more likely to be affected by the accounting rules (see Lins 
et al. 2010 for a similar line of argument). 


5. Sample, survey method and descriptive findings 
5.1 Sample selection and questionnaire survey methodology 


Our study is based on a survey conducted in the winter of 2007—2008. The questionnaire was sent 
to 583 stock-listed non-financial corporations in Germany and Switzerland, all of which apply 
IFRS. Of these companies 117, or 20.1%, replied, a relatively high response rate for this type 
of research.’ Three questionnaires were returned anonymously, so that our final sample is 
made up of 114 companies. Table 1 illustrates the sample distribution over the two countries 
and stock exchange indices. It can be seen that the response rate correlates with the size and 
the listing status of the companies. We contacted some non-participating companies and enquired 
about their reasons for not taking part. Besides the well-known reasons of increased numbers of 
surveys and time constraints on responsible executives, smaller companies in particular indicated 
that hedging of financial risks and therefore hedge accounting is of relatively little interest 
to them. 

The questionnaire comprised 29 questions and was organised in six sections: financial risk 
management, accounting for hedging relationships (hedge accounting), effectiveness tests, inter- 
action between hedge accounting and financial hedging, the fair value option and general infor- 
mation. Before sending out the questionnaire, we discussed it with experts from an international 
audit firm and pre-tested it with representatives from three stock-listed corporations of different 
sizes to ensure that all questions would be understood and interpreted correctly. The questionnaire 
was then mailed to the chief financial officers of the companies. Approximately four weeks later, a 
second letter was sent to companies that had not yet responded. In a further round, telephone 
calls were made to encourage the participation of companies that had still not responded. 
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Table 1. Response rate arranged by country and stock exchange index. 








Surveys 

Index/country Companies surveyed received Response rate (%) 
DAX 22 17 77.3 
МРАХ 39 18 46.2 
SDAX 34 11 324 
TecDAX 24 6 25.0 
No selection index 339 41 12.1 
Anonymous – 1 — 
Germany 458 94 20.5 
SPI large 10 5 50.0 
SPI middle 51 8 15.7 
SPI small 64 8 12.5 
Anonymous — 2 – 
Switzerland 125 23 18.4 
Total 583 117 20.1 


Notes: Our total sample consists of the companies included in the German CDAX and the Swiss SPI. The CDAX includes 
all German companies admitted to the Prime Standard and General Standard segments of the Frankfurt Stock Exchange. 
The Swiss SPI comprises all companies with primary listings on the SLX Swiss Exchange. 

We excluded all financial institutions as well as companies that did not apply IFRS at the time of the survey. DAX = 30 
largest and most actively traded German companies; MDAX = 50 mid-cap companies from traditional sectors in 
Germany; SDAX = next 50 companies from traditional sectors in Germany; TecDAX = 30 largest and most liquid 
companies from various technology sectors in Germany; SPI large = 20 largest and most liquid Swiss companies 
(equal to Swiss Market Index, SMI); SPI middle = next 80 Swiss companies; SPI small: remaining Swiss companies. 


The questionnaires were filled out almost exclusively by representatives from companies’ treas- 
ury and accounting departments, most of them managers or senior managers with responsibility 
for these departments. Most participants indicated that they had dealt with hedging and hedge 
accounting for more than three years. 


5.2 Descriptive findings: companies’ financial risk management objectives and practices 


The findings from our questionnaire survey with regard to companies’ approaches to financial risk 
management сап be summarised as follows.’ The most important type of financial risk for our 
sample companies is foreign exchange risk, followed by interest rate risk. Commodity price 
risk comes third, and its importance predictably depends strongly on the sector in which the 
company operates. The survey participants indicated that reducing earnings volatility is the 
most important objective of their companies’ financial risk management. Reducing cash flow 
volatility, which takes priority from a financial theory perspective, is seen as the second most 
important objective. For most companies, increasing profitability is not a primary objective of 
their financial risk management. 

Most companies use derivatives to hedge financial risks, above all in foreign currency and 
interest rate management. Approaches to managing risk exposures differ widely, not only 
across companies but also within individual companies across the different types of financial 
risk. As far as foreign exchange risk is concerned, about 10% of our sample companies do not 
manage their positions at all. These companies are mostly small and have only limited cross- 
border operations. About 40% of all companies follow fixed hedging rules according to which 
they always hedge exposures completely or according to certain formulas.'* About half of all 
companies hedge selectively: they hedge only foreign currency positions for which they expect 
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a loss and leave open positions for which they expect a gain. Only very few companies indicate 
that they actively trade in the foreign exchange markets, i.e. that they are willing to create 
exchange exposure beyond that arising from their business activities in order to profit from 
exchange rate movements. As regards interest rate risk, relatively more companies (about 
20%) do not hedge their exposures, and a correspondingly lower number of companies follow 
fixed, rule-bound hedging strategies. About a third of all companies indicate that they do not 
hedge commodity price risks. However, in accordance with the responses assessing the impor- 
tance of different types of financial risk, the hedging strategies for commodity price risks are 
strongly industry-dependent. 

Finally, our findings indicate that financial risk management in most companies is highly cen- 
tralised. This holds in particular for foreign exchange and interest rate risk management. In com- 
parison, the management of commodity price risks is somewhat more decentralised. In many 
companies, local purchasing or sales departments are responsible for managing commodity 
price risks. In contrast, hedging foreign exchange and interest rate risks is mostly the responsibil- 
ity of the central treasury department at group headquarters, which has specialised systems and 
know how, and can manage the risks on the basis of company-wide net exposures. 


5.3 Dependent variables 


The dependent variables in the following analyses are binary variables that indicate, first, whether 
companies do or do not apply hedge accounting and, second, whether IAS 39 hedge accounting 
rules do or do not influence their hedging behaviour. The data for the dependent variables are from 
our survey. Nine mostly smaller companies out of the total sample of 114 companies indicated 
that they do not use derivatives to hedge foreign currency risk, interest rate risk or commodity 
price risk. We asked the remaining 105 companies whether they apply hedge accounting. 
Seventy-six companies indicated that they use hedge accounting for at least some of their 
hedging relationships (72%). The remaining 29 companies (28%) indicated that they had 
decided not to apply hedge accounting. 

Second, we asked respondents which of the following three statements best describes the situ- 
ation in their company: 


(a) The accounting for the hedging relationships in the consolidated financial statement has 
no influence on our hedging behaviour. The decision to enter into a hedging transaction is 
based solely on economic necessity. 

(b) The accounting influences our hedging behaviour. The accounting treatment in the con- 
solidated financial statement is taken into account as one of several factors when we 
decide whether to enter into a hedging transaction. 

(c) The accounting for the hedging relationships in the consolidated financial statement 
determines our hedging behaviour. Hedging transactions are conducted only when the 
desired accounting treatment is possible. 


The question was addressed only to those 76 companies that indicated that they use hedge 
accounting. Of these companies, 34 (45%) indicated that the accounting has no influence on 
their financial hedging; 32 (42%) indicated that the accounting rules have some influence on 
their hedging; and 10 (13%) responded that the accounting determines their hedging behaviour. 
Because of the small overall sample size and the relatively small number of companies whose risk 
management is determined by the accounting, we combined the second and third groups. Our 
second dependent variable is therefore also a binary variable. The answers to the above question 
do not specify how companies’ hedging behaviour is altered by the hedge accounting rules. 
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However, we can generally infer that the accounting rules tend to reduce the level of hedging. This 
holds true at least for those companies which indicated that the accounting rules fully determine 
their hedging behaviour.'* 


5.4 Independent variables 


Summary statistics on the independent variables are presented in Table 2. We use Datastream for 
data on company size, leverage, ownership structure, growth opportunities and type of auditor. 
Data for other variables are calculated on the basis of the survey results as such information is 
not publicly available. Companies were asked to indicate the relevance of exchange rate risks, 
interest rate risks and commodity price risks on a scale from 1 to 5, where 1 means ‘not relevant’ 
and 5 signifies ‘very relevant’. We added the values for the three individual financial risks to cal- 
culate the relevance of financial risks in general. The mean value of 9.75 signals that participants 
generally consider financial risks to be quite relevant for their companies. A similar procedure was 
used to calculate an index for the intensity with which companies make use of derivatives for 
hedging purposes. Here, the scale ranges from 1 to 3 for each of the three kinds of risk; 1 indicates 
that the company ‘never’ uses derivatives to hedge this particular financial risk, while 3 indicates 
that the company ‘regularly’ uses derivatives to hedge this risk. We added the values to calculate 
an index for the overall frequency of the use of derivatives for hedging purposes. The average of 
6.63 indicates that our sample companies on average use derivatives for financial hedging rela- 
tively frequently. 

To minimise the influence of extreme values, we measure company size using the natural log- 
arithm of total assets. To proxy for companies’ experience of IFRS, we use the number of years 
since the first application of IFRS for consolidated financial statements as indicated in the 


Table 2. Independent variables: descriptive statistics. 





Mean Median SD N Low High 
Relevance of financial risks 9.75 10.00 2.49 105 5.00 15.00 
Use of derivatives 6.63 7.00 1.50 105 4.00 9.00 
Company size 14.15 13.93 2.31 105 9.43 19.27 
Experience with IFRS 4.77 6.00 1.7] 105 1.00 6.00 
Importance of reduced earnings volatility 3.90 4.00 0.94 105 1.00 5.00 
Leverage 19.07 16.80 14.15 105 0.00 62.10 
Free float 63.80 70.00 30.23 105 1.00 100.00 
Book-to-market ratio 0.53 0.44 0.32 105 0.04 1.98 
Big 4 auditor 0.83 1.00 0.38 105 0.00 1.00 
Selective hedging strategy 0.70 1.00 0.46 105 0.00 1.00 


Notes: All companies included in the analysis use derivative financial instruments to manage foreign exchange risk and/or 
interest rate risk and/or commodity price risk. Relevance of financial risks (scale 3 to 15) is calculated from survey results 
conceming the importance of exchange rate risks, interest rate risks and commodity price risks. The use of derivatives 
(scale 3 to 9) represents the frequency with which companies use derivatives for hedging purposes. It was calculated 
from survey results concerning the use of derivatives to hedge exchange rate risks, interest rate risks and commodity 
price risks. Company size is measured as the natural logarithm of total assets. Experience with IFRS is measured as the 
number of years since the first-time application of IFRS as indicated in the survey. The importance of reduced 
earnings volatility as a goal of financial management is based on survey results (scale 1 to 5). Leverage is measured 
by the ratio of total financial debt divided by total assets. Free float, as an indicator of companies’ shareholder 
concentration, is the percentage of equity capital traded freely on the stock exchange. The book-to-market variable 
proxies for companies’ growth opportunities. Big 4 auditor is an indicator variable equal to one if the company’s 
financial statements are audited by a Big 4 auditor and zero otherwise. The data on leverage, free float, book-to-market 
ratio and Big 4 auditor are from Datastream. Selective hedging strategy is an indicator variable equal to one if the 
company follows a selective hedging strategy; the information is based on survey results. 
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questionnaire survey. The mean of 4.77 indicates that the average sample company was already 
quite familiar with the application of IFRS at the time of the survey. The importance of reducing 
earnings volatility as a goal for companies' financial management is again taken from our survey. 
The scale on this item ranged from 1 (not important) to 5 (very important). In line with findings 
from other surveys (Graham et al. 2005), our sample companies attach great importance to this 
goal, as is shown by the average score of 3.90. 

In accordance with previous research, we proxy the relevance of the expected costs of finan- 
cial distress by the company's leverage ratio, as measured by the ratio of total financial debt to 
total assets, a common financial ratio covenant in debt contracts (Demerjian and Ross 2007; 
similar operationalisations of leverage are used by Zhang 2008 and Hong et al. 2009). The 
average leverage of our sample companies is moderate, with a mean of 19%. Shareholder concen- 
tration is proxied by the percentage of equity capital that is traded freely on the stock exchange 
(free float). Free float is 6496 on average. We measure companies' growth opportunities by their 
book-to-market ratios. Growth companies generally have a low book-to-market ratio, as growth 
opportunities tend to be priced in the stock market but are not reflected on the balance sheet. On 
average, the book value of equity represents 53% of our sample companies’ market capitalisation. 
Eighty-three per cent of our sample companies are audited by a Big 4 auditor. The information on 
companies' hedging strategies is drawn from our survey. Seventy per cent of participating com- 
panies indicated that they hedge selectively for at least one ofthe three financial risks. This finding 
echoes findings of earlier survey studies on this topic (Greenwich Treasury Advisors 1999, 
Bodnar and Gebhardt 1999, Glaum 2002, Géczy et al. 2007). 

Table 3 presents information on the bivariate correlations between independent variables. As 
we expected, the bivariate correlations between company size, the relevance of financial risks and 
the use of derivatives are relatively high, with Spearman rank correlation coefficients ranging 
from 0.460 (size, relevance of financial risks) to 0.643 (relevance of financial risks, derivatives 
usage). The other correlations are generally modest. In our regression analysis, we control for 
the possible influence of multicollinearity by inspecting variance inflation factors (VIF). In 
order to take into account that company size, relevance of financial risks and use of derivatives 
are conceptually related and correlated to each other, in addition to our fully specified models 
we also run separate regression models in which we enter only one of these variables. 


6. Empirical results 
6.1 Application of hedge accounting 
6.1.1 Univariate analysis 


In the univariate analysis, we divide our sample into two sub-samples: companies that apply 
hedge accounting and those that do not. Table 4 reports the mean, the standard deviation (SD) 
and the number of cases ofthe independent variables for users and non-users of hedge accounting. 
In the last two columns, we present the results of the nonparametric Mann- Whitney U-tests for 
differences in the two sub-samples. 

According to the results, financial risks are of greater relevance for users of hedge account- 
ing.Ó Companies that apply hedge accounting also use derivatives more frequently for 
hedging purposes, are larger and are more experienced with IFRS than companies that do not. 
Companies that apply hedge accounting also attach more weight to the goal of reducing earnings 
volatility. All of these differences are highly significant. We also find a significant difference with 
regard to companies’ auditors (at the 10% level). Companies that apply hedge accounting are like- 
lier to be clients of Big 4 auditing firms than companies that do not. This could indicate that the 
knowledge and experience of the international auditing firms is conducive to the application of 
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Table 4. Application of hedge accounting: univariate tests. 


Application of No application of Mann- Whitney 
hedge accounting hedge accounting U-test 





0.55 0.33 76 0.47 0.28 29 1.089 0.279 
0.87 0.34 76 0.72 0.46 29 1.746 0.090 


Book-to-market ratio 
Big 4 auditor 


Explanatory variable H Mean SD N Mean SD N Z p-value 
Relevance of financial risks + 10.17 241 76 8.66 2.38 29 2.691 0.007 
Use of derivatives + 7.00 141 76 5.66 1.29 29 4.064 0.000 
Company size + 14.82 2.23 76 12.39 146 29 4.809 0.000 
Experience with IFRS + 5.01 1.58 76 4.14 1.92 29 2.067 . 0.038 
Importance of reduced + 4.08 0.94 76 3.45 0.78 29 3.433 0.000 
earnings volatility 
Leverage + 2015 1439 76 1623 13.34 29 1.197 0.233 
Free float + 6486 30.98 76 61.03 2850 29 0.687 0.495 
9 


Notes: All companies included in the analysis use derivative financial instruments to manage foreign exchange risk and/or 
interest rate risk and/or commodity price risk. For a definition of the independent variables, see Table 2. 


hedge accounting in non-financial corporations. However, we must be aware that our independent 
variables are correlated with each other. In particular, clients of Big 4 auditing firms tend to be 
larger than clients of other, smaller auditors. Thus, an assessment of the role of the auditor 
should be based on the multivariate analysis, discussed below. The univariate results do not indi- 
cate a significant difference between the growth opportunities of users and non-users of hedge 
accounting as reflected by their book-to-market ratio. There also do not seem to be significant 
differences concerning leverage or ownership structures (free float). 


6.1.2 Multivariate analysis 


Univariate tests do not control for interactions between the independent variables. In the follow- 
ing analysis we apply multivariate logistic regression to test for significant differences in each of 
the variables, holding all other attributes constant. Logistic regression can be used to predict the 
presence or absence of an outcome or, more precisely, the likelihood of an event occurring, given 
a set of predictors (the binary choice model). Like linear regression, the model can be used in 
reverse to test whether proposed predictors do indeed help to explain the observed distribution 
of outcomes (Menard 2001, Miles and Shevlin 2001, Chatterjee and Hadi 2006). 

Our dependent variable is a binary variable that is equal to 1 for users of hedge accounting and 
0 for non-users. Because of our limited sample size and in order to avoid the problem of model 
over-specification, we include in the multivariate analysis only those explanatory variables that 
have a p-value <0.40 in the univariate analysis (Hosmer and Lemeshow 2000). Therefore free 
float is not considered in the following discussion. In order to improve the reliability of our 
test results, we analyse preliminary estimation results for influential cases and outliers, using 
Cook’s distance and inspection of standardised residuals (Menard 2001, Stevens 2002). The 
tests do not indicate that estimations are unduly affected. 

In Table 5 we present estimation results for four alternative specifications of our model. As was 
discussed above, three of our independent variables — the relevance of financial risks, the use of 
derivatives and company size — are theoretically related to each other, and relatively high bivariate 
correlations exist between them. Therefore, in the first three models we run three regressions, each 
of which comprises only one of these variables. Model 4 is the fully specified model that includes 
all explanatory variables that satisfy the threshold of p < 0.40 in the univariate analysis. 
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Table 5. Application of hedge accounting: logistic regression. 








Explanatory variable H Modell Model2 Model3 Model 4 
Constant coefficient -8.108  —10.288  —14.897  —15.257 
p-value 0.000 0.000 0.000 0.000 
Relevance of financial risks + coefficient 0.182 —0.105 
p-value 0.119 0.539 
Use of derivatives + coefficient 0.674 0.475 
p-value 0.002 0.102 
Company size + coefficient | 0.744 0.612 
. p-value 0.001 0.008 
Experience with IFRS + coefficient 0.402 0.377 0.279 0.296 
p-value 0.006 0.013 0.078 0.068 
Importance of reduced earnings volatility + coefficient 0.899 0.885 0.843 . 0.848 
у p-value 0.003 0.003 0.008 0.010 
Leverage + coefficient 0.014 0.007 -0.014 —0.015 
p-value 0.453 0.721 0.516 "0.515 
Book-to-market ratio — coefficient 1.890 2.186 2.451 2.574 
p-value 0.040 0.021 0.016 0.014 
Big 4 auditor ? coefficient 1.176 0.911 0.546 0.514 
p-value 0.073 0.175 0.439 0.484 
Overall fit 
McFadden R? 0.230 0.303 0.353 0.377 
Nagelkerke R? 0.343 0.433 0.492 0.518 
Likelihood ratio test 28.430 37.452 43.677 46.659 
(0.000) (0.000 (0.000) (0.000) 
Hosmer—Lemeshow test 0.336 0.927 0.928 0.777 
Classification rate 76.2 81.0 80.0 83.8 
N 105 105 105 105 


Notes: The dependent variable is equal to one if а company applies hedge accounting and zero otherwise. АП companies 
included in the analysis use derivative financial instruments to manage foreign exchange risk and/or interest rate risk and/ 
or commodity price risk. For a definition of the independent variables, see Table 2. 


For each explanatory variable, we present the regression coefficient and the p-value of the 
Wald statistic. In the lower part of the table, we give information on the overall fit of the logis- 
tic regression models. The summary statistics suggest that the models are relatively well speci- 
fied. The Nagelkerke R? values are between 34.3 and 51.8%, and the likelihood ratio test 
indicates that the independent variables make significantly better predictions about the appli- 
cation of hedge accounting than pure chance. According to the likelihood ratio test, the fully 
specified Model 4 has the best goodness-of-fit. This is also verified by the classification rate: 
Model 4 predicts correctly in 84% of all cases whether a company applies hedge accounting or 
not. Compared to a ‘chance hit rate’ of 72%," our model increases the percentage of correctly 
classified cases by more than 15%. The overall model fit is affirmed by the Hosmer- 
Lemeshow test, which remains insignificant for all model specifications, indicating that the 
model predictions are not significantly different from the observed values. 

Turning to the individual explanatory variables, in all four model specifications we find sig- 
nificant effects for experience with IFRS. Thus, companies that are more experienced in the appli- 
cation of IFRS are more likely to adopt IAS 39 hedge accounting. This suggests that a learning 
effect exists and companies may take a step-by-step approach to mastering the complexity of the 
rules; thus the IASB plan to simplify hedge accounting requirements may be an appropriate way 
to extend the application of hedge accounting in non-financial companies. 
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As we expected, the perceived importance of reduced eamings volatility increases the likeli- 
hood of companies' applying hedge accounting. Furthermore, the book-to-market variable is sig- 
nificant at the 5% level, suggesting that growth opportunities influence the use of hedge 
accounting. However, while we had expected a negative correlation between book-to-market 
ratio and the likelihood of the application of hedge accounting, the coefficient on the variable 
turns out to be positive. Thus, it appears that growth companies are actually less likely to 
apply hedge accounting than companies in more mature markets. One reason for this could be 
that growth companies would rather invest directly in business growth than in accounting 
systems and accounting experts that are needed to implement hedge accounting. Moreover, for 
companies with pronounced growth opportunities, current earnings may not be of central impor- 
tance for investors, so that the potential benefits of hedge accounting and smoothed earnings may 
be reduced.!? 

When entered individually in Models 2 and 3, respectively, the use of derivatives and 
company size prove to be highly significant. The relevance of financial risks is not statistically 
significant in Model 1 at conventional levels (p-value — 0.119). In Model 4, which comprises 
all three variables, company size again emerges as statistically significant, while the p-value 
for use of derivatives falls marginally short of the 1096 threshold (p — 0.102). Overall, these find- 
ings are in line with our reasoning that especially large companies with well-established account- 
ing systems can amortise the costs of applying the complicated hedge accounting rules relatively 
well. 

Finally, in Model 1 the Big 4 auditor variable is significant, and it comes relatively close to 
conventional significance levels in Model 2. However, it is not significant in Model 3, which 
includes company size, nor in the fully specified Model 4. We therefore believe that, in the uni- 
variate test as well as in Model 1 and to some extent in Model 2, the auditor variable proxies for 
company size. Once size is controlled for, the auditor does not appear to have a significant impact 
on companies' decisions whether or not to apply hedge accounting. The two opposing forces that 
are associated with Big 4 audits — namely, stricter interpretation of IAS 39 rules, on the one hand, 
and technical expertise provided by these large international audit firms, on the other — may offset 
each other. Finally, financial leverage does not exert a significant influence in any of the four 
model specifications. 

The coefficients of a logistic regression can be interpreted as the change in the log odds (logit) 
associated with a one-unit change in the independent variable (Hosmer and Lemeshow 2000). 
Since this is not intuitive, we illustrate the economic significance of our findings in Table 6. 
Here, starting from a base scenario where all independent variables are set to their mean 
values, we document how the likelihood of companies applying hedge accounting changes if 
the values for the individual explanatory variables are increased by one standard deviation, 
holding all other variables constant. One of our independent variables (Big 4 auditor) is an indi- 
cator variable. Hence, we distinguish two base scenarios; one presented in the first row of Table 6, 
where Big 4 auditor is set to one, and a second scenario where Big 4 auditor is set to zero. The 
illustration is based on estimation results for the fully specified Model 4. Depending on whether а 
company is audited by a Big 4 auditor or not, the probability of hedge accounting being applied in 
the base scenarios is 86 and 7996, respectively. The subsequent columns of the table show how 
these probabilities change as each of the non-dichotomous explanatory variables is increased 
by one standard deviation, holding all other variables constant. The results show that the 
explanatory variables that are statistically significant also have an economically meaningful 
effect on the likelihood that hedge accounting will be applied. For example, an increase in 
company size by one standard deviation increases the probability of a firm's applying 
hedge accounting by 10% if it is audited by a Big 4 company and by 15% if it is audited by a 
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non-Big 4 auditor. The smaller increase in the case of a Big 4 auditor is the result of a higher prob- 
ability in the base case. 


6.1.3 Robustness tests 


We conduct several tests to examine whether the results presented in the preceding section are 
robust. In order to control for multicollinearity, we inspect variance inflation factors (VIF) for 
the independent variables in our models. As expected, we find the highest VIFs in the fully speci- 
fied Model 4 for the relevance of financial risks, use of derivatives and company size variables, 
which are relatively highly correlated with each other. However, with VIFs of 1.91, 2.08 and 2.13, 
respectively, for the three variables, multicollinearity is not an issue for the regressions. 

In further tests, we change the specification of our model. These tests are based on our refer- 
ence Model 4. We first include in Model 4 the free float explanatory variable, which was excluded 
from the multivariate analysis because of insignificant univariate results. With the inclusion of this 
variable, which proxies for shareholder concentration, the results remain unaltered. Relevance of 
financial risks is a composite variable that combines the relevance of foreign exchange, interest 
rate and commodity price risks. Our results remain qualitatively unchanged if we replace the com- 
posite variable with the individual risk assessments for foreign exchange risk and commodity 
price risks and run the model again. Interest rate risk, however, is significantly associated with 
the company’s propensity to apply hedge accounting. Hedging of interest rate risks in practice 
is often related to large individual financing transactions for which the application of hedge 
accounting may be of particular importance. 

Our sample comprises companies from Germany and Switzerland. Research indicates that the 
enforcement of accounting standards and investor protection determine the quality of financial 
reporting at least as strongly as the quality of the standards (e.g. Hope 2003, Leuz et al. 2003, 
Daske et al. 2009). These institutional factors are quite similar in Germany and Switzerland 
(see La Porta et al. 1998, 2006). However, in order to ensure that our results are not unduly influ- 
enced by country-specific circumstances, we include in our model an indicator variable for the 
company’s country of origin and run the estimation again. The country dummy is not significant 
and its inclusion in the model has only minor effects on the results. Experience with IFRS, which 
in Model 4 is significant at the 10% level (p = 0.068), now falls below the 10% threshold (p = 
0.135), and the use of derivatives, which was only marginally significant at p = 0.102 in Model 4, 
now emerges as significant at the 10% level (p = 0.068). 

In a next step, we also include industry indicator variables in Model 4 to analyse whether 
our results are driven by sector differences. Bartram et al. (2009) show that companies from the 
utility and chemicals industries use derivatives for hedging purposes more often than compa- 
nies from the consumer goods industry. Our results for the application of hedge accounting 
do not change if sector dummies are included in our model. The dummies themselves are 
not significant. ‘ 

Finally, in our main regressions we employ the natural logarithm of total assets to proxy for 
company size and we use the ratio of total financial debt to total assets (leverage) to proxy for the 
expected costs of financial distress. Other variables may also be used to proxy for these factors. 
We alternatively use the natural logarithm of net sales instead of the natural logarithm of total 
assets, and we replace the ratio of financial debt to total assets with the ratio of total liabilities 
(i.e. financial debt and provisions) to total assets, the quick ratio and the interest coverage, alter- 
natively. In general, the results are not sensitive to these changes in the explanatory variables, 
except for the variable use of derivatives, which is only marginally significant in Model 4 and 
emerges as statistically significant at the 5% level in all of the altered model specifications. 
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6.2 Influence of IAS 39 hedge accounting on financial hedging 
6.2.1 Univariate analysis 


We now turn to our second main research question, that of whether IAS 39 hedge accounting 
influences companies’ risk management. In the following analyses we consider only responses 
from the 76 companies that actually do apply hedge accounting. The small sample size 
reduces the power of statistical tests and makes it more difficult to obtain significant results. In 
addition, small samples are sensitive to atypical observations. We therefore again analyse prelimi- 
nary estimation results for the multivariate logistic regression for influential cases and outliers. 
Cook’s distance and inspection of standardised residuals (Menard 2001, Stevens 2002) identifies 
four cases as atypical for the sample.’ Elimination of these cases reduces our sample size to 72 
observations in the following analysis. Results based on the total sample of 76 cases are discussed. 
in section 6.2.3 on robustness tests. 

For the univariate analysis we divide our sample into two groups, the 41 companies that indi- 
cated that their hedging behaviour is influenced by IAS 39 hedge accounting rules and the remain- 
ing 31 companies. In Table 7 we present descriptive statistics for the two sub-samples and the 
results of the Mann—Whitney U-tests. We find significant differences with regard to the use of 
derivatives, company size, leverage, free float, book-to-market ratio and selective hedging. 
However, it is noteworthy that the differences in Table 7 are significant at the 5% level, at 
best. In other words, the strength of the test results is. generally lower if compared to the 
earlier results on the application of hedge accounting (see Table 4). For all but one of the variables 
mentioned above, the direction of the effects corresponds to our expectations. Again, the excep- 
tion is the book-to-market variable. Contrary to our hypothesis, companies whose hedging behav- 
iour is influenced by IAS 39 hedging regulations have lower growth opportunities as measured by 
book-to-market ratio than companies whose risk management is not influenced. The reason could 
be that growth companies are primarily concerned about the economic effectiveness of their 
hedging so as to ensure the financing of future investments (Froot et al. 1993). The potential vola- 
tility of earnings if hedge accounting cannot be applied may be of lesser importance. 

The relevance of financial risks does not appear to be directly related to the impact of IAS 39 
on companies’ hedging behaviour, even though it is closely related to the use of derivatives, 
which seems to be an important determinant. As regards experience with IFRS, we do find a 


Table 7. Impact of hedge accounting on financial hedging: univariate tests. 











Influence on ‚ No influence on Mann- Whitney 
financial hedging financial hedging U-test 
Explanatory variable H Mean SD № Mean 5р N Z p-value 
Relevance of financial risks = 10.24 241 41 10.13 2.57 31 0.270 0.791 
Use of derivatives - 6.76 130 41 7.39 1.38 31 2.013 0.044 
Company size = 1449 220 41 1536 2.16 31 1.677 0.095 


4.85 1.62 41 5.16 1.51 31 0.955 0.346 
4.10 1.04 41 4.00 0.82 31 0.859 0.398 


Experience with IFRS - 
Importance of reduced + 
earnings volatility 

Leverage + 2344 1541 41 16.77 1252 31 1.791 0.074 
Free float + 69.09 27.03 41 5494 3425 31 1.748 0.081 
Book-to-market ratio – 0.62 0.39 41 0.44 0.20 31 2.007 0.045 
Big 4 auditor ? 0.83 0.39 41 0.90 0.30 31 0.933 0.496 
Selective hedging strategy + 0.73 0.45 41 0.48 0.51 31 2.136 0.049 


Notes: In this analysis we include only companies that apply hedge accounting according to IAS 39. For a definition of the 
independent variables, see Table 2. 
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small difference in the mean number of years since the introduction of IFRS that has the expected 
sign. The lack of statistical significance may result from the fact that this analysis considers only 
companies that apply hedge accounting. These companies generally tend to be seasoned IFRS 
users, with an average of five years since the introduction of IFRS across all 72 companies. 
The low variance in combination with the small sample size may prevent us from finding a stat- 
istically significant difference. 

Our univariate results do not support the finding of Lins et al. (2010) that affected companies 
regard reducing earnings volatility as a major goal of financial risk management. The explanation 
may be analogous to that for experience in the application of IFRS. Because the goal of reducing 
earnings volatility helps to differentiate between companies that apply hedge accounting 
and those that do not, basically all companies that apply hedge accounting tend to regard reducing 
earnings volatility as an important goal (overall mean: 4.06). The auditor variable is also 
insignificant, and this may again be a consequence of the countervailing effects associated 
with being audited by a Big 4 auditor (stricter interpretation of rules versus technical expertise 
and support). 


6.2.2 Multivariate analysis 


As with the earlier regression on the application of hedge accounting, we consider in the multi- 
variate analysis only explanatory variables that are significant at least at the 0.40 level in the uni- 
variate analysis (Hosmer and Lemeshow 2000). Therefore only eight of the 10 variables are 
included. In Table 8 we present results of three alternative logistic regression models. Given 
that the use of derivatives and company size are correlated, we include them separately in 
Models | and 2, respectively. Model 3 is the fully specified model that includes both variables. 

The goodness-of-fit criteria show a satisfactory overall fit of the regression models, especially 
in light of the relatively small sample size. The Nagelkerke В? values are between 45.2 and 
49.9%, and the likelihood ratio test is highly significant at р < 0.001. The highest likelihood 
ratio test value is for the fully specified Model 3. The hit rates of Model 3 are 88% for the affected 
companies and 71% among the non-affected companies. Although the value of the Hosmer- 
Lemeshow test is relatively low for Model 3, it remains insignificant, suggesting a satisfactory 
model fit. 

With regard to the individual explanatory variables, the estimations of the multivariate 
regressions confirm the univariate results, i.e. variables that were (not) significant in the univariate 
analysis are also (not) significant in the multivariate logistic regression. The use of derivatives and 
company size both have the predicted negative impact, both individually in Models 1 and 2 and 
when they are jointly considered in Model 3. This is consistent with our expectation that larger 
companies and companies that regularly use derivatives have developed systems and routines 
that allow them to apply hedge accounting without compromising their optimal hedging strat- 
egies. Furthermore, closer scrutiny of larger companies by investors and analysts may prevent 
them from making decisions that are influenced by accounting considerations and deviate from 
sound risk management principles. 

As we predicted, higher leverage and free float increase the likelihood that the accounting 
rules will affect hedging behaviour. The result with regard to shareholder structures corresponds 
with similar findings of Lins et а!. (2010). Our findings further suggest that companies that hedge 
selectively are more likely to allow accounting rules to affect their hedging behaviour. The greater 
transparency of IAS 39 may provide an incentive for the management of these companies to bear 
in mind the accounting consequences of their profit-orientated, partly speculative risk manage- 
ment practices. Finally, as in the univariate analysis, contrary to our expectations companies 
with more growth opportunities are less likely to be affected by IAS 39. 
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Table 8. Impact of hedge accounting on financial hedging: logistic regressions. 








Explanatory variable H Model 1 Model 2 Model 3 
Constant coefficient 0.110 1.132 2.282 
p-value 0.997 0.669 0.418 
Use of derivatives - coefficient —0.777 —0.565 
p-value 0.006 0.062 
Company size - coefficient —0.521 —0.378 
p-value 0.006 0.067 
Experience with IFRS - coefficient — 0.060 0.043 0.040 
p-value 0.775 0.832 0.852 
Importance of reduced earnings volatility + coefficient 0.118 0.237 0.220 
p-value 0.710 0.465 0.496 
Leverage + coefficient 0.078 0.086 0.100 
p-value 0.006 0.006 0.004 
Free float + coefficient 0.019 0.025 0.027 
p-value 0.094 0.036 0.031 
Book-to-market ratio — coefficient 3.728 2.875 3.427 
p-value 0.016 0.043 0.037 
Selective hedging strategy + coefficient 1.505 1.591 1.674 
p-value 0.029 0.019 0.020 
Overall fit 
McFadden R? 0.303 0.300 0.340 
Nagelkerke R? 0.455 0.452 0.499 
Likelihood ratio test 29.802 29.552 33.460 
(0.000) (0.000) (0.000) 
Hosmer—Lemeshow test 0.808 0.431 0.251 
Classification rate 76.4 73.6 80.6 
N 72 72 72 


Notes: In this analysis we include only companies that apply hedge accounting according to IAS 39. The dependent 
variable is equal to one if a company is influenced in its hedging behaviour by IAS 39 hedge accounting and zero 
otherwise. For a definition of the independent variables, see Table 2. 


In Table 9 we again illustrate the economic significance of our findings, using the same 
approach as with the application of hedge accounting. Given that our model includes one dichot- 
omous variable (selective hedging), in the first column we again present two base scenarios with 
all continuous variables set to their mean values. The base scenario in the upper row is for com- 
panies that hedge selectively; the one in the lower row is for companies that do not. In these scen- 
arios, the probability that a company’s risk management will be affected by IAS 39 hedge 
accounting rules is 75% for selective hedgers but only 36% for other firms. Changes in the 
other statistically significant explanatory variables also have economically meaningful conse- 
quences. Increasing the values of the remaining statistically significant variables by one standard 
deviation influences the likelihood of being affected by a minimum of 13% and a maximum 
of 35%. 


6.2.3 Robustness tests 


In order to analyse the robustness of our regression results, we again inspect variance inflation 
factors (VIFs) to test for the presence of multicollinearity. The highest VIF value in the three 
regression specifications is 1.854 (for company size in Model 3), which shows that multicollinear- 
ity again does not pose a problem. 
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As with the earlier analysis on the application of hedge accounting, we next change the spe- 
cification of our reference model, i.e. Model 3. First, we include in the model those explanatory 
variables that were excluded because of their univariate results (relevance of financial risks and 
Big 4 auditor). The alternative model specification leaves our results qualitatively unchanged; 
the added explanatory variables remain insignificant. Once again, we also test whether our 
results are influenced by the companies’ country of origin (Germany versus Switzerland), we 
find no such influence. We also include industry indicator variables and find that none of them 
is significant at conventional levels. However, as one might expect, the book-to-market ratio 
varies across industry sectors. Hence, when we include the industry variables in Model 3, 
some of the explanatory power of book-to-market ratio is absorbed by these additional variables. 
Nonetheless, our (unexpected) finding that companies with higher growth opportunities are less 
likely to be affected in their risk management by IAS 39 hedge accounting rules remains statisti- 
cally significant. 

Further tests document that our findings are not affected by changes in the operationalisation 
of the company size variable. The same does not hold for the operationalisation of financial dis- 
tress, i.e. our leverage variable. If we replace ratio of financial debt to total assets with ratio of total 
debt to total assets or with the quick ratio or the interest coverage, company size falls below the 
10% threshold.”° Financial distress itself is not significant in any of the alternative model speci- 
fications. For the quick ratio (p = 0.177) and for the interest coverage (p = 0.139), the signifi- 
cance levels are still relatively close to the 10% level, especially in light of the small sample 
size. This is not so for the ratio of total liabilities to total assets, where the p-value drops to 
0.446. This result may be a consequence of the large provisions for unfunded pensions that 
German companies, especially, have on their balance sheets. In Germany, companies are not 
required to fund their pension liabilities, and until recently tax and other regulations actually dis- 
criminated against external funding (Fasshauer and Glaum, 2009). Pension provisions are of a 
very long-term nature and are traditionally considered in Germany as a form of financing that 
has characteristics similar to those of equity (Gerke and Pellens 2003). Thus, we may be introdu- 
cing noise into the regression estimations by incorporating pension provisions in the leverage 
variable. 

As we explained above in section 5, because of the small overall sample size, in the main 
analysis we combine companies reporting that the hedge accounting rules influence their 
hedging behaviour with companies reporting that the rules fully determine their hedging behav- 
iour. As another robustness test, setting aside our concerns about sample size, we disaggregate 
these groups and run our model as an ordered logistic regression where the dependent variable 
has three categories. The results largely confirm our earlier findings. The overall fit of the 
ordered regression model is acceptable; the McFadden В? value is 0.244 and the likelihood 
ratio test is significant. The use of derivatives, company size, leverage, free float and the selective 
hedging strategy remain significant. The only noteworthy difference from our main model is that 
book-to-market ratio now falls below the 10% threshold (р = 0.103). 

Finally, in the main analysis we excluded four atypical observations from our sample. When 
we include these observations and run the regression for our main Model 3 with all 76 companies 
that apply hedge accounting, the fit of the model is markedly lower. The Nagelkerke R? is 33.2 96 
(compared to 49.9% without the four cases, see Table 8); the likelihood ratio test value is now 
21.679 (p — 0.006) (against 33.46 without the four cases); and the classification rate is 7596 
(81% without the four cases). The only explanatory variable that now consistently emerges as 
highly significant in all model specifications is leverage. The other previously significant expla- 
natory variables lose explanatory power and are now generally significant only at a 15% level. It 
follows that one must interpret the results regarding the influence of IAS 39 hedge accounting 
rules on companies' hedging behaviour with caution. Whether companies' risk management is 
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affected by the hedge accounting rules may be determined by further, as yet unidentified variables 
that are not included in our model. On the other hand, we also have to bear in mind that small 
samples bias against finding significant results. Hence, excluding the four atypical cases 
reduces the risk of type-two errors, i.e. the risk of falsely rejecting the null hypothesis for 
some of the factors that may determine whether the restrictive IAS 39 hedge accounting rules 
affect companies’ risk management. 


7. Conclusions 


Hedge accounting is a set of exceptions to normal accounting rules designed to synchronise the 
recognition of gains and losses from a hedged item and the hedging derivative in the firm’s 
income statement, in order to avoid an unjustified appearance of earnings volatility across 
periods. IAS 39 and the very similar regulations of SFAS 133 under US GAAP allow the appli- 
cation of hedge accounting only under complex and highly restrictive conditions. As a result, 
some companies decide not to apply hedge accounting and accept the resulting earnings volatility. 
Other companies alter their risk management practices in order to ensure that hedge accounting 
can be applied. 

Even though hedge accounting according to IAS 39 or SFAS 133 is highly controversial, 
empirical evidence on the application of the rules, or on the influence the rules have on compa- 
nies’ risk management, is scarce so far, presumably because of limited data availability. This 
paper is based on evidence from a survey study among stcck-listed German and Swiss non- 
financial companies, all of which are subject to these rules under IFRS. More than 90% of the 
companies participating in the survey use derivatives to hedge financial risks. However, only 
72% of those companies that hedge also apply hedge acccunting. Companies for which the 
reduction of earnings volatility is a major goal of financial risk management, larger companies 
and companies that frequently use derivatives are more likely to apply hedge accounting, as 
are mature companies and those that are more experienced with IFRS. In general, our results 
suggest that the complexity of the rules hampers their application in non-financial corporations. 
Thus, the current efforts of the IASB and the FASB to reduce this complexity may widen the use 
of hedge accounting in the future. 

Our survey results suggest that hedge accounting rules do indeed influence the hedging behav- 
jour of many non-financial companies, and some even report that accounting fully determines it. It 
appears that, in order to ensure the application of hedge accounting, these companies accept a 
higher exposure to financial risks. This effect, however, is weaker for larger companies, compa- 
nies that use derivatives frequently and companies with higher growth opportunities, while it is 
stronger for companies with higher leverage, those with more dispersed ownership and those 
that pursue selective, profit-orientated hedging policies. 
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Notes 
1. The second major controversial subject is, of course, fair value measurement for derivatives and other 
financial instruments (e.g. Walton 2004). It should be noted that the two issues, hedge accounting and 
fair value measurement, are not independent of each other. As we explain in more detail in later 


10. 


11. 
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sections of the paper, the need for hedge accounting arises partly because of the mixed measurement 
models that underlie IAS 39 and the US GAAP reporting standards on financial instruments. 

The authors would like to thank PricewaterhouseCoopers Germany for their support in undertaking the 
survey. 

Given the troubled history of financial instruments accounting, it comes as no surprise that the classi- 
fication and measurement rules of IFRS 9 are controversial. Critics argue that the new rules will lead to 
a more extensive application of fair value measurement. In November 2009, the European Union 
announced that it would postpone its decision on the endorsement of IFRS 9 until all components 
of the IASB's new standard on financial instruments have been completed. 

More concretely, the IASB intends to eliminate the distinction between financial and non-financial 
hedged items and to simplify the designation of net positions as hedged items. In addition, new 
rules are proposed for a more objective-based assessment of hedge effectiveness; hedge effectiveness 
will have to be assessed only prospectively, and current inflexible thresholds will be eliminated. Fur- 
thermore, the accounting model for fair value hedge accounting will be changed; in particular, to the 
extent that hedges are effective, all gains and losses will initially be reported in other comprehensive 
income. Finally, the Board plans to remove the option for companies to discontinue hedge accounting 
when effective hedging relationships continue to exist. For details, see IASB (2010). 

For the sake of brevity, in this section we refer only to 145 39. However, the rules for hedge accounting 
under SFAS 133 are very similar. For details, see Kieso et al. (2010, pp. 18, 884—897). 

For hedges of foreign currency risks, ТАЗ 39.72 exceptionally allows, in addition to derivatives, the 
designation of a non-derivative financial instrument as a hedging instrument. 

See, for example, the commentaries by PwC (2005, р. 13) and Ernst & Young (2010, р. 2568) on this 
point. 

We do not discuss a special form of hedge accounting under IAS 39, ‘Fair Value Hedge Accounting for 
a Portfolio Hedge of Interest Rate Risk’, since this is of little interest to non-financial companies. For 
details of this form of hedge accounting, see Deloitte (2009, pp. 1425-1434). 

Gebhardt et al. (2004) develop a simulation model designed to represent universal banks, i.e. banks 
that combine commercial and investment banking activities. They analyse the implications of alterna- 
tive hedge accounting rules and a full fair value model on the bank's financial statements. The authors 
conclude that, under the restrictive hedge accounting requirements of IAS 39 or SFAS 133, it is not 
possible for banks to depict their hedging behaviour adequately in their financial statements. They 
argue that only a full fair value model adequately reflects the economics of banking activities. 

The positive relationship between size and the application of hedge accounting may be diluted by the 
greater information asymmetries between small companies and their investors (Leuz and Verrecchia 
2000, Cormier et al. 2009). Because of the more intensive information asymmetries, small companies 
may have a stronger interest in avoiding earnings volatility. However, in general we expect a positive 
relationship between company size and the application of hedge accounting, as the cost effect of hedge 
accounting is more direct than the potential benefit of smoothed earnings. 

There is also a benefit-related argument that explains why companies that frequently hedge with 
derivatives have a strong incentive to apply hedge accounting. Without hedge accounting, these com- 
panies are likely to experience high earnings volatility because the derivatives would have to be valued 
at fair value through profit and loss, while the hedged items would often be accounted for differently. 
For example, the international survey conducted by Lins et al. (2010) obtained a response rate of 
about 9%. 

For more details on the descriptive results, see Glaum and Klócker (2009). 

For example, some companies always hedge a third of their exposures with forwards, hedge a third 
with currency options and leave the remaining third open. 

The assertion that hedge accounting tends to reduce the level of hedging is corroborated by another 
survey result. The participants of the survey were given a fictitious scenario in which a company 
was faced with a profitable investment opportunity. Financial risks inherent in the project could be 
hedged with a structured derivative. However, hedge accounting could not be applied to the 
planned hedge, so that substantial earnings volatility was expected to result from the use of the deriva- 
tive. Participants were presented with alternative managerial reactions and asked which of those their 
company would most likely follow. According to the responses, only 29.7% of the companies would 
continue with the investment and the planned hedging of its associated financial risks, irrespective of 
the accounting problems. About half of the companies (47.396) would undertake the investment and 
would use a plain vanilla instrument that would only partially hedge the financial risks but would 
qualify for hedge accounting. Another 14.9% of the companies would undertake the investment but 
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leave the related risks completely unhedged, and 8.1% would waive the whole investment opportunity. 
In general, these results are in line with the earlier findings of Graham et al. (2005). More specifically, 
they indicate that companies are willing to reduce the level of hedging, accept exposures to financial 
risks and sacrifice firm value if faced with restrictions on the application of hedge accounting. 

16. This result is not driven by one particular type of financial risk. For all three financial risks, exchange 
rate, interest rate and commodity price risk, the relevance is higher for those companies that apply 
hedge accounting. 

17. Of 105 firms in the regression, 76 apply hedge accounting. Thus if we predict that all firms apply hedge 
accounting, we get a hit rate of 72.3%. Model 4 correctly predicts which companies apply hedge 
accounting in a large majority of cases (92%), and it also identifies most companies that do not use 
hedge accounting (62%). 

18. The estimator for the bivariate correlation between book-to-market ratio (growth) and the perceived 
importance of reduced earnings volatility is actually slightly negative (0.118); see Table 3. This 
value, however, is not statistically significant. 

19. One of the four companies is a large industrial company. Given its size and further characteristics 
(intensive use of derivatives, relatively low book-to-market ratio, no selective hedging), one would 
not expect this company to be influenced in its risk management by the hedge accounting rules. 
Yet, according to our survey, this is the case. The other three companies are rather small. Given 
their size, as well as several other characteristics (low intensity of derivatives usage, high free float, 
high book-to-market ratio, selective hedging), these companies would have been model candidates 
for susceptibility to the influence of the hedge accounting rules. However, in these instances the repre- 
sentatives indicated in the survey that their companies' hedging behaviour is guided solely by econ- 
omic principles, without consideration of the hedge accounting rules. 

20. Company size remains significant if we change the specification of financial distress in Model 2, where 
the intensity of the use of derivatives is not considered. 
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Revenue recognition and measurement principles can conflict with liability recognition and 
measurement principles. We explore here under different market conditions when the two 
measurement approaches coincide and when they conflict. We show that where entities expect 
to earn ‘super profits’ (residual income) the conceptual conflict is exacerbated by the adoption 
of ‘fair value’ (FV) as the measurement basis for assets and liabilities rather than the more 
theoretically grounded approach of ‘deprival value/relief value’ (DV/RV) which better reflects 
the impact of, and rational management response to, varying market conditions. However, 
while the problems of balance sheet liability and revenue recognition, and the related problems 
of income statement presentation, can be resolved by the application of DV/RV reasoning, this 
is not sufficient fully to resolve issues of the appropriate timing of profit recognition. 
Performance measurement issues still need to be addressed directly. The standard setters’ 
current projects on ‘revenue recognition’, ‘insurance contracts’ and ‘measurement’ therefore 
need broadening to consider the pervasive issue of accounting for internally generated intangibles. 


Keywords: contract liabilities; deprival value; fair value; intangibles; performance 
measurement; relief value; residual income; revenue recognition 


1. Introduction 


In June 2010, FASB and IASB (‘the Boards’) issued a joint Exposure Draft (ED) on revenue rec- 
ognition (FASB ЛАЗВ 2010). The Boards had previously stated FASB/IASB 2005, p. 9) that they 
*have found their definitions of liability insufficiently helpful in distinguishing revenues from 
liabilities (for example, when payment for products or services is received in advance)’. After 
many conceptual twists and turns, with the two Boards sometimes adopting different approaches 
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from each other, the joint Discussion Paper (FASB/IASB 2008) debated whether performance 
obligations under contracts should be measured at fair value (FV). The Boards stated (para. 5.20) 
that they were ‘uncomfortable’ with the potential implication of fair-valuing contract assets and 
liabilities at inception in that it could lead to recognition of ‘Day 1° revenue and profit ‘before the 
entity transfers to the customer any of the goods and services that are promised in the contract’. 

While the measurement of FV has been extensively discussed in several voluminous publi- 
cations (most recently in IASB 2011), ‘discomfort’ is not a concept that has been discussed in 
either of the Boards’ conceptual frameworks (CF), or in their current joint CF revision project 
(e.g. Bromwich et al. 2010, Масуе 2010b). Under the 2010 ED it is proposed that the initial 
measurement of the performance obligation should normally be at the transaction price, with 
revenue (and thereby related profit) recognised when the promised goods or services are trans- 
ferred to the customer. FV has been abandoned here.’ 

Insurance is a major industry where the issues have been very fully explored by IASB and 
FASB. In another series of voluminous papers (see Horton et al. 2007, Macve forthcoming), 
the two Boards have veered first one way and then the other between applying the FV approach 
to insurance liabilities” (where a profit on inception could often result) and proposing that liabil- 
ities should normally be initially stated, as in much current practice, by reference to the amount 
charged for new contracts (with the profit emerging thereafter over the life of the contract). The 
Boards both favour the latter approach, as proposed in the [ASB’s July 2010 ED (IASB 2010a), 
but still differ over the ‘building blocks’ that make up the total liability amount and how they 
should subsequently be accounted for. However, the traditional income statement presentation 
of ‘premiums less claims and other costs’ is generally to be replaced by an analysis of the 
margins being earned and of variations in assumptions (FASB 2010). 

The Boards' discussions of FV (e.g. Foster and Upton 2001, FASB 2006, IASB 2011) have 
only added to the confusion. While FV is defined by both Boards аз an ‘exit price’, they also 
recognise а ‘cost approach’ as a ‘valuation technique’ to arrive at FV for assets that are used 
in the business. Here, exit price becomes ‘replacement cost (RC) because ‘Шо effect, the 
market participant buyer steps into the shoes of the entity that holds those specialised assets’ 
(IASB 2009, BC 61). ‘Given the “economic principle of substitution”, fair value cannot 
exceed current replacement cost for the asset’s services’ (BC 63). Therefore, replacement cost 
will continue to be used for in-use tangible assets, except presumably where an ‘income approach’ 
(i.e. using discounted cash flows) provides a lower value for the recoverable amount (BC 62). 

The Boards seem to be groping towards an element of the ‘deprival value’ (DV) reasoning that 
we shall argue for here, but without wishing to abandon the claimed ‘objectivity’ of FV by con- 
ceding that in certain situations the value is indeed the owner’s own ‘entity-specific’ estimation of 
its value.? Here they are beginning (albeit without identification of their sources) to pick up 
elements of the standard microeconomic analysis of price formation in competitive, fully informed 
markets (e.g. Katz and Rosen 1998), and so have to make heroic assumptions about how infor- 
mation asymmetries or gaps between the entity and the hypothetical prospective ‘market partici- 
pant’ buyers of its assets are to be overcome in practice (cf. Akerlof 1970). All this conceptual 
twisting and turning could have been avoided if the Boards had openly adopted the principle 
underlying DV — which provides a much clearer conceptual foundation for measurement but 
which they continue to dismiss (Macve 2010a). 

The Boards’ more recent approach to FV of assets also raises the question of how far it may in 
turn be consistent with the ‘relief value’ (RV) approach to liability measurement that we shall 
analyse here. While the Boards acknowledge (e.g. IASB 2011, 41(b)) that in certain circum- 
stances the FV of'a performance liability might reflect the consideration received for entering 
into a contract, they have not so far generalised this approach sufficiently to have been able to 
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adopt FV for either their revenue recognition project or their insurance contracts project, leaving 
inconsistency in the timing of revenue and profit recognition. 

While no one measurement basis can be shown to dominate for all users and all decision uses 
(e.g. Dean et al. 2010), our paper seeks to provide a conceptual rationale for preferring ће DV/ 
RV approach over FV for financial accounting, which is also more consistent with current conven- 
tions for revenue and profit measurement and for income statement presentation. Section 2 first sets 
out our main argument in favour of RV for liabilities, which adopts the DV logic for assets, mutatis 
mutandis, and therefore corresponds to finding the amount by which an entity would be better offif 
it were relieved of the liability. We maintain that this argument is of general application to all kinds 
of business contracts. To illustrate this we take a simple one-year magazine subscription. In Appen- 
dix A we discuss how these same principles can be applied to insurance contracts. 

In Section 3, we illustrate this argument under two key market situations.” We then briefly intro- 
duce the issue of changes in prices and other assumptions in Section 4. Section 5 explores briefly 
how DV/RV reasoning may relate better to desirable income properties. Section 6 concludes. 

We aim to show the generality of the theoretical proposition that, given the familiar Hicksian 
‘No. 1’ conceptualisation (Hicks 1946) that ‘economic wealth’ at the beginning of an accounting 
period equals the present value of expected future net cash flows (PV), and ‘income’ equals 
change in wealth during that period? DV/RV reasoning always measures (under common 
market assumptions and consistent with a business objective to maximise wealth) the difference 
in that PV between having and not having an asset/liability. While DV is relevant to managerial 
and regulatory decisions (e.g. Byatt in Weetman 2007, Macve 2010a: cf. IPSASB 2011), FV by 
contrast generally fails the tests of relevance and reliability for a measure of business performance 
(e.g. Penman 2007, 2011). Its focus solely on exit price at the measurement date may be purely 
hypothetical, as immediate disposal is often not the best option, and it ignores transaction costs, 
which must be relevant to value and to decision-making.’ 

Supplementary disclosure of FV may be argued to have value in providing information on a 
business’s financial flexibility. Nevertheless even here ‘net realisable value’ (NRV), which allows 
for transaction costs to be incurred on disposal, would reflect this aspect better (e.g. Edwards and 
Bell 1961, Chambers 1974) and could provide more useful supplementary disclosure for investors 
(cf. Horton её al. 2007). 

We shall show that the revenue recognition problems for identified contracts (and the pro- 
blems of income statement presentation) can be resolved by the application of DV/RV reasoning. 
However, major conceptual difficulties still require resolution, in particular over deciding how to 
treat situations where entities expect to earn ‘super profits’, that is to say, profits that cannot be 
regarded as factor costs in the way that ‘interest’ and ‘reward for risk bearing’ may. Moreover, 
in cases where companies may have invested in building up the necessary internal intangibles 
that enable them to achieve apparent super profits thereafter, current GAAP accounting for 
those intangibles is unable properly to match investment and return. Performance measurement 
issues therefore still need to be addressed directly. The standard setters’ current projects on 
revenue recognition and insurance contracts need broadening to consider the pervasive issue of 
accounting for intangibles and, more generally, the inadequacy of their current model that ident- 
ifies ‘comprehensive income’ solely in terms of changes in recognised assets and liabilities (ASB 
2010b, paras. 4.25, 4.47, 4.49). 


2. The argument 


We contrast here liability measurement under the concepts of RV and FV. While FV is defined by 
ЕАЗВ/ТАЗВ as an exit price, RV is an economic way of thinking which only under restricted con- 
ditions is equal to FV. Specifically, RV corresponds to the benefit an entity would enjoy if the 
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liability disappeared. Unlike FV, which is one of a number of possible measurement bases, DV / 
RV provides a decision rule for choosing the relevant measurement basis for a given economic 
situation. 

Defining PV as ‘the present value of future cash inflows/outflows from continuing with the 
asset/liability’ (often called ‘value in use’), it is well known that, at an elementary level, DV 
for assets can be calculated as follows (e.g. Baxter 1975, chap. 12): 


DV = Min[RC; Max(PV; NRV)] (1a) 


or DV is equal to the lower of RC and ‘recoverable amount’ (i.e. the higher of NRV and PV). 
Substituting ‘replacement loan/advance' (RL) for RC, and ‘net transfer value’ (NTV), that is, 
the payment needed to transfer the obligation to a third party, for NRV then, correspondingly 


RV = Max[RL; Min(PV; NTV)] (1b) 


or RV is equal to the higher of ‘replacement liability’ and what might be labelled ‘obligation sat- 
isfaction’ (i.e. the lower of PV of amounts to settle the liability directly in due course and МТУ). 

Clearly, unless prices are extremely volatile, or a serious commercial mistake has been made, 
both DV and RV at initial recognition will normally be equal to their historical cost/amount (HC). 

It is also obvious from the algorithm above that, provided markets exist, DV is always con- 
strained between current (gross) replacement price and current (net) exit price, and only utilises 
value in use (PV) where neither replacement nor disposal would currently be contemplated as 
economically rational. In frictionless markets, the difference between entry and exit price will 
be small so that effectively DV here converges to market price, and therefore also equals FV. 

The same result holds for RV. However, Baxter (2003, pp.19—20) withdrew his earlier (1975) 
support for RV as representing the ‘mirror’ image of DV, on two main grounds. The first was that 
for financial liabilities (such as a company’s debentures) it was difficult to envisage clearly what the 
concept of ‘replacement loan’ implied without imposing a lot more structure on the model (includ- 
ing available investment opportunities, possible capital rationing, etc.). We do not pursue that issue 
here (Baxter’s argument here is supported by Kulkarni 1980, cf. Horton and Macve 2000);? but we 
shall here set out how RV for performance liabilities corresponds well to DV for assets. 

Baxter’s second objection to RV was that liability values do not in fact mirror the pattern of 
assets’ values over their life. He says (Baxter 2003, p. 16) that ‘an asset’s value pattern starts with 
replacement cost, then can have a tail of falling use-values, and ends with net realisable value. 
This duly includes the three values of the [DV] diagram.’ However, after considering different 
possible situations faced by a firm, he concludes that ‘a liability’s relief pattern can hardly ever 
contain figures comparable to an asset’s three possible values.. . . Its value remains firmly at repay- 
ment cost, and is not a mirror image of an asset’s value.’ 

His argument here is incorrect: a long-lived asset’s DV does not during its life progress from 
RC through PV to NRV. As long as PV remains high enough it stays at RC (albeit ‘depreciated’ 
RC as it ages) until the time comes to dispose of it, when any remaining NRV (which may be zero 
if there is no final scrap value) will now be at least as large as both PV and (depreciated) ВС.!° 
Therefore, Baxter’s description here of how asset values behave is incorrect, and therefore his 
resulting objection to RV here is incorrectly based. As we shall argue, in the absence of price 
changes, the RV of a profitable performance obligation falls during its life from the initial con- 
sideration (= RL at that time) through ‘amortised’ RL until the last payment is made (normally 
the final instalment of PV but sometimes NTV if that can be arranged more cheaply). It therefore 
completely mirrors a profitable use-asset's DV pattern. In both cases, deprival/relief brings the 
need/opportunity to replace earlier than the originally planned date of expiry. 
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As neither of his objections applies to performance obligations (which Baxter 2003 does not 
explore) we shall now set out to analyse these here.!! However, first a warning: the simple peda- 
gogical formulation of DV and of the ‘decision trees’ and ‘ranking tables’ frequently derived from 
it (e.g. Van Zijl and Whittington 2006, Weetman 2007, cf. Macve 2007) may be effective in getting 
the message across that normally RC gives an upper bound on the value of a firm’s asset. (This is 
because, even though the asset is expected to yield a higher PV or МЕМ, the normal market oppor- 
tunity to replace — what IASB 2009 labels ‘the economic principle of substitution’ — means that 
RC would be sufficient compensation on deprival.) However, there can be serious dangers in over- 
reliance on it. For example, for depreciating assets over the subsequent course of their useful life, 
Baxter (1971, pp. 34—36) showed that RC generally needs interpreting, not as the current second- 
hand market purchase price, but as ‘the adverse consequence of deprival on the present value of all 
future cash flows, given that the asset now has to be replaced earlier than planned’. 

As we shall show, similar complexities arise with performance liabilities when the contract 
period extends beyond the end of the accounting period, so that there has been partial performance 
to date. These situations do require management estimates of optimal actions. Consequently, like 
PV, the resulting DV/RV might be criticised as ‘too subjective’ for financial reporting. However, 
as markets get deeper, RC and NRV for assets become ever more readily observable and then, as 
Baxter demonstrated, DV must always be bounded by these market prices so the only subjectivity 
lies in fixing where on the spectrum in between them (and including them) DV lies. RV for liabil- 
ities represents the same case. So DV (and equivalently RV) tends towards FV in perfect markets 
but copes much more adequately and simply than FV does with typical real-world market imper- 
fections, where buying and selling prices differ and there are transaction costs or other frictions. 
Here FV fails appropriately to measure the impact of the asset/liability on the net present value of 
all future cash flows in the way that DV/RV correctly does (subject to the aggregation problem 
common to all valuation approaches below the level of the whole firm). 

The particular focus of this paper is on the relationship between liability measurement and 
revenue recognition. We therefore next explore the accounting for the liability for the ‘revenue 
in advance of costs’ in an uncompleted contract. This focus is readily illustrated by a simple 
example, such as accounting for prepaid magazine subscriptions, but is obviously generally appli- 
cable to a spectrum of common business activities (including insurance, see Appendix A). We rely 
on a general model, making the minimum number of assumptions necessary, to highlight that the 
problem of accounting for incomplete performance is generic rather than industry-specific, and to 
show how there is no essential conflict between the ‘release of liability’ and the traditional 
‘revenue earned/performance based’ approaches to revenue recognition and related profit recog- 
nition. Specifically, the only necessary assumptions beyond reasonably functioning markets are 
the nature of competition in the industry, and a contract where (at least some of) the consideration 
is receivable in advance of performance.'* The analysis will hold whether markets are in long-run 
equilibrium or only in short-run equilibrium, or indeed in disequilibrium (the consequences of any 

resulting volatility in prices or in other economic assumptions are considered in Section 4). 

The paper builds on many of tbe ideas in Lennard (2002) and counters the views of Nobes 
(2003). While Nobes argues for exit valuation of liabilities (and corresponding recognition of 
profit on inception of contracts), Lennard's essay seeks to justify a RV measurement basis as 
against the dominant focus of IASB/FASB on FV or proxies for it. The difference in emphasis 
is that our paper aims to provide a more strictly “value measurement’ argument, derived from ana- 
lysing alternative market conditions, about why the *deferred revenue' is the relevant RV of a liab- 
ility. This may be regarded as providing the answer to the general question: ‘What difference 
would it make to the PV of future cash flows if the contract liability were removed?’ In contrast, 
Lennard's paper (e.g. paras. 25(1) and 34) appears to rely more, as the FASB/IASB projects do, 
on arguments relating to the question ‘when does the performance occur?’ In a nutshell, we argue 
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that, just as Baxter showed that the value (DV) of a profitably employed asset is that it saves the 
business having to make the outlay to replace it before the best time so, correspondingly, the 
burden (RV) of a liability to perform on a profitable contract is that it prevents the business 
getting the inflow from signing up a replacement contract until the current customer is satisfied. !3 

We advance three main arguments. The first conclusion of our paper (consistent with that of 
Lennard) is that the asset/liability and deferral/matching approaches can be reconciled via DV/ 
RV and thereby avoid forcing unconventional revenue and profit recognition patterns. In this 
respect, it is consistent with the Boards’ latest proposals for both the revenue recognition and 
the insurance projects. 

However, а more significant, second conclusion is that adopting DV/RV is not sufficient to 
resolve all the conceptual issues relating to profit recognition patterns. Those issues still need 
addressing directly and are primarily related to the recognition and measurement of intangibles, 
both purchased and internally generated. 

Thirdly, the model in this paper also illustrates that it appears unnecessary, when adopting a 
‘value-based’ approach to liabilities, wholly to abandon traditional styles of income statement 
presentation. Retaining the traditional forms should better assist users in trying to understand 
how far the results of the current period ‘true up’ against previous assumptions (e.g. Penman 2007). 

In illustration of our general theoretical argument, we explore in the next section a simple 
example of how some possible situations would be accounted for and presented in the financial 
statements under our approach. These will be summarised in Table 1, which gives a simple 
numerical illustration. Appendix B extends the argument to the case of positive interest rates, 
for greater generalisability, with Table ВІ giving the algebraic illustrations. "4 


3. The setting 


Our aim is to demonstrate how far the application of RV, rather than FV, reasoning in the measure- 
ment of contract liabilities can help to resolve the apparent conflict between ‘asset/liability’ 
approaches and ‘deferral/matching’ approaches. In order to bring out the basic issue we focus 
initially on the special case where the interest rate is 0%, that is, we exclude interest effects as 
in Forfar and Masters (1999). This will enable us to illustrate our three main arguments and 
show the relationship to ordinary accounting conventions more clearly. Interest effects are con- 
sidered in Appendix B and Table B1, where they are shown not to alter the main conclusions. 
Our setting has the following simple assumptions. The Revrec Corporation receives payment 
in advance of performance on 1 July. In the simplest case, one could think of Revrec as a maga- 
zine publisher collecting an annual subscription in advance for 12 monthly issues of a magazine. 
Its year-end is 31 December.'? Costs over the contract are expected to be £y, for simplicity 
assumed to be incurred evenly with production and distribution (i.e. £y/12 per month) and 
such that marginal costs equal average costs. Ignoring risk, under perfectly competitive equili- 
brium conditions, Revrec will only be able to charge £y and profit will be zero, consistent with 
the predictions of microeconomics that in long-run equilibrium only factor costs are covered in 
fully competitive markets (e.g. Katz and Rosen 1998). If the total costs and revenues for the 
year are both £114 (= £9.50 per month), traditional revenue recognition conventions, given 
£114 due in advance, would allocate £57 to the half year to 31 December, leaving unearned 
revenue at that date at £57, just sufficient to cover the second-half-year costs. A total of £57 is 
also the RV as, in perfect markets, it represents both (a) the amount by which the PV of future 
cash flows would improve if Revrec were now able to abandon this contract and issue a replace- 
ment contract six months earlier than previously planned (і.е. overall gaining six months’ 
additional revenue but facing the same costs) and (b) the amount that competition would 
ensure had to be offered either to refund the customer on cancellation, or to pay another publisher 
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to take over the reminder of the contract. In such perfect markets, with no transaction costs, it will 
also represent FV. The corresponding illustrative numbers are presented as conventional accounts 
in Solution 1 in Table 1.16 

However, Revrec also needs to cover risk, assumed to require an additional risk premium of 
ВР per contract-year. ' Therefore, the certainty equivalent will be the sum of performance costs 
and risk bearing: 


CE — y 4- RP. Q) 


The certainty equivalent of expected performance costs is £CE/12 per month.!? 
We examine Revrec's revenue and profit if all expectations are realised and if it charges either: 


(1) £CE for a year's subscription (i.e. £CE/12 per monthly issue) or 

Gi) £CF (i.e. £(CE/12 + £/12) per monthly issue), where £ is the ‘abnormal profit? or super 
profit earned. The super profit may be due, for example, to imperfectly competitive con- 
ditions. The result is that: 


CF=CE+é=y+RP+é (3) 


With our illustrative numbers, and assuming that the risk premium is £0.50 per month, so that 
factor costs now total £120 p.a., and that super profit for the whole contract is £12, the correspond- 
ing accounts are given as Solution 2 and Solution 3 in Table 1. Under (i) the total contract revenue 
is £120, recognising £60 in the first half year, and under (ii) £132, recognising £66 in the first half 
year. 

For example, one could think of our market setting in (ii) in terms of the outcomes analysed in 
cooperative game theory (e.g. Green et al. 1995), where the firm’s bargaining power will deter- 
mine the division of value. If the firm is able to raise the willingness of customers to pay or is able 
to lower the opportunity costs of its suppliers and, as a result, appropriate more value compared to 
competitors, it will obtain super profits, at least in the short term.'? As we next analyse, it is the 
presence of firms that exhibit asymmetry to their competitors and are able to capture higher value, 
that cause conflicts between the ‘asset/liability’ and the ‘revenue recognition’ accounting 
approaches when exit values such as FV are adopted. 


3.1. Solution when Revrec charges £CE 


Solution 2, in Table 1, first illustrates the key economic situation of perfectly competitive markets. 
As Revrec is charging no more than is needed to cover all costs including required normal econ- 
omic profit (i.e. interest and risk), the accounting profit is ERP = (CE — y) in total if expectations 
are realised (i.e. interest [£0] and reward for risk bearing [£RP]). Pro rata revenue earned and 
profit earned to 31 December are £CE/2 and £RP/2, respectively. In this case the balance 
sheet liability at 31 December is unambiguously £CE/2, representing, in competitive markets, 
both the consideration that would be charged for the six months’ remaining magazines and the 
amount it will cost to perform the remaining half of the contract (including the cost of risk 
bearing). It is also the amount a customer would expect to be reimbursed if the contract is can- 
celled at that point (‘cost of release"). Again, in competitive markets, with no transaction costs, 
RV = RL = PV = МТУ (and = FV). With our illustrative numbers, revenue and profit for the 
first six months are £60 and £3, respectively (where the accounting profit represents the 
earning of the risk premium), and the liability at 31 December is £60 whichever of these measure- 
ment approaches is adopted. 

The presence of transaction costs would alter the picture and potentially drive a wedge 
between RL and NTV, normally making the former lower and the latter higher (just as they 
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can between RC and NRV for assets, normally making the former higher and the latter lower). 
This does not alter our result. Clearly, PV for liabilities must now also be sufficiently lower or 
firms will not take on the obligation and, provided PV is still sufficiently low, RV would still 
be RL but now FV (which ignores transaction costs) is too low. (As illustrated by Van Zijl and 
Whittington 2006, the corresponding relationships, mutatis mutandis, apply to DV of assets.) 


3.2. Solution when Revrec charges £CF 


In Solution 3 in Table 1, Revrec is charging ££/12 per issue/month more than is needed to cover 
all costs including normal economic profit (i.e. interest and risk). Consequently, accounting profit 
is £(TP) in total if expectations are realised (i.e. interest [£0] plus reward for risk bearing [ERP] 
plus super profit [22]); pro rata revenue earned and profit earned to 31 December would conven- 
tionally be £(CF/2) and £(TP/2), respectively: 


ТР = ВР+& (4) 


With our illustrative numbers, revenue and profit on this basis for the first six months are £66 
and £9, respectively (where the accounting profit represents the earning of the sum of the risk 
premium and the super profit). The corresponding liability on the contract at 31 December 
would be shown as £66 (equal to the unearned revenue). However, should it be only £60 (with 
additional profit of £6 recognised in the first six months) as argued by Nobes (2003)? 

In this case (‘less than perfectly competitive markets’), the balance sheet liability at 31 
December is potentially one of the following: 


(a) £(CF/2), representing the consideration that could be charged for the remaining six 
months of magazines/insurance — in our illustration, £66. 

(b) £{CE/2 = (у/2 + RP/2)}, being the amount it will cost to perform the remaining half of 
the contract (including the cost of risk bearing) — in our illustration, £60. 

(с) £(CF/2) would also appear to be the amount a customer would expect to be reimbursed if 
the contract is cancelled at that point (‘cost of release") — in our illustration, £66. 


Clearly, Revrec would plan to perform rather than cancel the contract, as this is the more prof- 
itable alternative. Consistent with Lennard's RV approach (2002), (c) does not therefore seem to 
be a relevant amount on a ‘going concern’ basis.”° If (a) is adopted (equivalent to the deferred 
revenue on a conventional matching approach), revenue and profit for the first six months are 
the conventional £(CF/2 = (CE/2 + £/2)) and £(RP/2 + £/2), respectively — with the same 
to come in the second six months. The corresponding accounting is set out in Table 1, 
Solution 3(a). 

However, (b) would appear to be the FV of the liability as defined by FASB/IASB, and is the 
relevant value according to Nobes (2003)?! Under FV accounting, profit for the first six months 
would therefore rise to £(RP/2 + 2) (i.e. interest [£0] plus reward for risk bearing [ERP/2] plus all 
of the ‘NPV’ of the super profit [£2]) — with just £RP/2 normal profit to come in the second six 
months. In Solution 3(b) in our illustration, this gives £15 as the profit in the first six months with 
£3 normal profit to come in the second six months. 

Contract revenue could still be stated at £(CF/2 = (СЕ/2 + &/2)} for each period of six 
months (in our illustration £66) but only if the value of the anticipated further excess revenue 
(ie. ££/2) (in our illustration £6) is also recognised in the first six months and is then 
‘recycled’ /‘reclassified’ out again in the second six months in a manner similar to revaluations 
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of ‘available for sale’ securities recycled/reclassified to profit and loss on realisation (ASB 
2007a). 

Lennard’s RV (2002) is £(CF/2) = £66, that is, the higher of consideration [£(CF/2) = 66] 
and the lower of (remaining performance cost [£(v/2 + RP/2) = 60] and cost of release 
[£CF/2 = (у/2 + RP/2 + £/2) = 66]). Under what circumstances is it realistic to regard this 
rather than £(CE/2) = £60 as the liability at 31 December? The key argument here is that one 
has to ask ‘what are the market circumstances that can give rise to this situation?’ If one presumes 
that Revrec is behaving rationally and optimally, it will have already taken on as many such con- 
tracts as can be handled while adding to profits — but no more (i.e. it will have as far as possible 
equated marginal cost and marginal revenue). Reasons not to take on an additional contract might 
include adverse consequences of having to lower the price and/or rising costs (whether operating, 
financing or organisational) of further expansion, perhaps due to indivisibilities such as the need 
to incur major investment that would require finding outlets for substantial, rather than simply 
marginal, production volume increases; or it may face regulatory constraints, for example, on 
size of market share.?? 

So the crucial insight here, which mirrors Baxter’s argument for DV of assets (2003, pp. 4-5), 
is that: 


if Revrec is now at its optimal capacity but it still has ‘super profitable’ contracts, then if ‘relieved’ of 
one of those current contracts immediately after inception Revrec would seek to use the production 
capacity now freed up to obtain and fulfil another ‘replacement’ subscription, for which it could 
again charge £(CF). 


In other words it would end up in the same position as before, still facing production outlays and 
risk with an expected cost of £(y + RP), but would now have received a further ECF = £(y + RP 
+ &) from the ‘replacement’ subscriber. Again the equivalent amounts at 31 December would be 
£(y + RP)/2 and £(CF/2), respectively (here £60 and £66). 

The entry value (‘consideration’), rather than FV, may therefore be taken as the relevant liab- 
ility measure for a profitable contract, however profitable that contract may be. In our illustration, 
this approach gives revenue and profit in each period of six months as £66 and £9, respectively, 
with the 31 December balance sheet liability as £66. (Table 1, Solution 3dv(a) shows the accounts 
for these income statement and balance sheet amounts.) If Revrec uses RV as the measure of its 
liability (as ‘relief? would enable the signing of a substitute profitable contract), this valuation will 
be equivalent to conventional deferred revenue throughout and so would lead to balance sheet and 
income statement figures generally identical to those under the conventional ‘revenue recog- 
nition/matching’ approach, even though we are here adopting primarily an ‘asset/liability’ fra- 
mework. RV offers a resolution of the revenue recognition conundrum and is consistent with 
the Boards being uncomfortable with adoption of FV’s ‘exit price’ and its forcing of recognition 
of ‘Day 1 profit. 


3.3. Recognition of inherent goodwill? 


Even with this higher liability value given by RV [1е. £(CF/2)], Revrec could still choose to 
report all the profit on inception of the contract if it were allowed to value the relevant ‘inherent 
goodwill’, as in Solution 3dv(b) in Table 1. Corresponding to Solution 3(b), here the accounting, 
if it is to follow conventional practice as to the amount of contract revenue recognised and in 
addition take a ‘Day 1” profit equal to the NPV of the super profit, would then also have to 
require ‘amortisation’ of this initial profit measure as revenues are earned and costs incurred 
(to avoid double-counting). However, the addition of these two elements would still not 
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necessitate a wholesale recasting of the income statement from a ‘traditional’ basis onto a 
‘changes in valuation’ basis of the kind proposed by IASB (2010a) for the generality of insurance 
contracts. 

In our illustration in Table 1, Solution 3dv(b), this approach gives revenue in the first six 
months as £66, with an additional recognition of net internal goodwill of £6 (effectively 
adding to profit the present value of the second six months’ goodwill). This gives a bottom- 
line profit of £15 in the first six months. Revenue in the second six months is again £66, with 
additional recognition of the amortisation of the remaining goodwill (£6) to leave net profit for 
that period equal only to the normal profit of £3, representing release from risk. The 31 December 
balance sheet liability is stated at RV of £66, but there is also the unamortised balance of goodwill 
among the assets (£6). 

Situations where recognition of this internal goodwill might be more readily accepted in prac- 
tice would be where there is strong market evidence that the profit estimate on the contract is rea- 
listic: for example, where other companies would be prepared to pay an acquisition cost of up to 
£é to take over Revrec's contract (or pay for goodwill of ££to take over the company instead) and 
thereby still earn a normal profit on the business after charging for that acquisition cost/goodwill. 
Revrec could thereby realise the ££ immediately on inception of the contract. If it does not 
wish to actually transfer its business in this way, it could nevertheless mark to market and 
report the value gain accordingly, which would then have to be recycled as a charge against 
the subsequent conventional reporting of revenues and profits earned. 

In the absence of a market for Revrec’s contract, or an actual takeover, it will remain harder to 
estimate the goodwill value in the existing contract as a guide to how much up-front profit on 
inception it is legitimate to recognise. A result from adopting an ‘asset/liability’ approach that 
produces an apparently large profit on inception would therefore need to be carefully tested by 
asking what market conditions make it reasonable to believe that an enterprise such as Revrec 
is able to successfully charge premium prices that significantly exceed factor cost, and yield a 
return over and above that required by equity shareholders to compensate simply for time and 
risk bearing. An extremely safe, conservative view for accounting and auditing purposes might 
be simply to assume that such situations cannot arise (or at least cannot be sustained for long 
in a competitive economy) and therefore to argue that costs and/or the risk premium must 
have been underestimated, and the provisions for one or more of these should be increased 
until all initial profit is eliminated, so that all profit has to ‘emerge’ over the life of the contract. 

The joint approach of FASB/IASB (2010) to revenue recognition from contracts with custo- 
mers — like the approaches of FASB (2010) and IASB (2010a) to what IASB labels the ‘residual 
margin’ in insurance contracts — reflects this caution, and refuses to allow recognition of ‘Day 1’ 
profits. However, the problem of determining what is a suitable pattern within the contract period 
will still remain. If the initial, more ‘aggressive’ estimates do turn out to be correct, higher profits 
will eventually emerge by the end of the contract period than those assumed in fixing the account- 
ing provisions. But when should they be recognised, that is, how much profit can be recognised by 
31 December? 

What is happening during the contract period is that the value of the super profit, which is 
conventionally an unrecognised intangible, is being realised. Should it be recognised that imper- 
fectly competitive conditions are present when the contract is initiated or only ‘gradually’ as it is 
proved that actual costs are indeed less than revenues??? Can that be adequately proved before the 
contract is wholly completed??^ Furthermore, can the ‘risk premium’ itself be adequately 
measured: or is the uncertainty in the estimates so great that ‘certainty equivalents’ are themselves 
little more than guesses and all resulting profits (or losses) may better be seen as ‘a reward for 
bearing uncertainty’ due to the dynamic nature of a modern economy in which technological 
change, shifting demand and management action produce markets that are at best in temporary 
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and unstable equilibria (e.g. Knight 1921)? This is where FASB (2010) differs from IASB 
(2010a), as it does not separately recognise the risk premium in an insurance contract but 
lumps it within an overall ‘composite margin’ —see Appendix A. 

Without some form of reliable external market benchmark any choice of profit recognition 
pattern is an ‘incorrigible allocation’ (i.e. logically as good as any other, e.g. Thomas 1977, 
Macve 1997) and wholly conceptual arguments about the nature of assets and liabilities, and 
about recognition and measurement criteria, seem unlikely to take the debate any further 
forward. A revision to the standard setters’ conceptual framework may acknowledge the 
problem, but seems unlikely to be able to solve it. It would appear that evidence of how relevant 
markets are behaving is what is needed to guide accounting in different individual reporting 
situations — the deeper and more mature the market, the stronger the available evidence and 
the less need to rely on management estimates or on judgements as to whether or not accounting 
policies adopted are reasonable given the uncertainties involved.” 

Our initial conclusion therefore stands — that the conventional amount for ‘deferred revenue’ 
can represent the RV of a contract's performance liability and that DV /RV reasoning offers a res- 
olution of the conflict between the ‘revenue recognition’ and ‘asset/liability’ approaches to 
stating balance sheet measures and income statement elements. However, unfortunately it is 
also clear that this resolution of the balance sheet measurement problem is not sufficient in 
itself to resolve the issues over ‘bottom-line’ profit recognition. Such recognition is a separate 
issue and essentially requires deciding whether or not to recognise internal goodwill (whether 
or not identified with particular intangibles such as brands) and thereby the profitability of con- 
tracts ahead of their actual full or partial fulfilment (or indeed before their inception)? Standard 
setters clearly need not only to devote attention to clarifying and refining their valuation concepts 
but also to move beyond regarding asset/liability valuation alone as an adequate tool for resolving 
accounting conflicts (e.g. FASB 2006: cf. Barth and Landsman 1995, Horton and Macve 2000, 
Dean et al. 2010). 


3.4. The internal rate of return 


For both revenue recognition generally and insurance contracts in particular, FASB and IASB 
propose to eliminate the recognition of any profit at inception (see Appendix A). One way to 
do this would be to adjust the estimate of the required rate of return to the ‘internal rate of 
return’ (IRR) or ‘effective interest rate’ [= r] and thereby eliminate the NPV of the contract. 
Profit will then emerge as the earning of the IRR on the initial consideration value. 

In our simple example with a super profit of (= £12), and where the market rate of interest is 
assumed to be zero, the rate of return required on the customer’s initial deposit that equates it to the 
future costs /risk releases to be incurred by Revrec is clearly negative [7 < 0] (as it only requires 
Revrec to pay а total of £y (= £114) to supply the customer with magazines, against an initial 
purchase price received of £CF (= £132), that is, the sum of the future cash outflows is less 
than the initial price received).”” This is much cheaper than borrowing £CF at the market rate 
of interest (even when that rate is 0%), which would require repayment here (with interest at i 
= 0% per month) by 12 instalments of £(CF/12) (= £11) totalling £(CE + 2) (= £120 + 12 
= 132). As Revrec thereby gains £(CF — y), which yields the total profit of £(RP + 2) (= £6 
+ 12 = 18) over the contract’s life, it effectively here earns interest on borrowing from its cus- 
tomers (it is borrowing at a negative interest rate of r% per month) as well as earning interest 
from investing the customer’s advance at i% per month (here = £0), and thereby earns an 
overall positive IRR. The profit split by this method as the liability decreases (i.e. when we are 
assuming that i = 0%) would be £[—IntEVcx, 1-6,7 + RP/2] to the first six months to 31 Decem- 
ber and £[—IntEV cg 7-12, + RP/2] to the second six months.? This is more conservative than 
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the FV ‘asset/liability’ method as no ‘profit on inception’ is recognised. However, it is less con- 
servative than the conventional ‘deferred revenue’ method as here more overall return is earned in 
the first six months, while the balance of the outstanding customer liability at 31 December is 
smaller?? In our numerical example with super profit of £12, when the interest rate = 0%, the 
resulting IRR (7) on the liability is — 1.458% per month (approximately — 16% per annum). At 
this rate, revenue for the first six months is £66 (as before) and profit is £11.86, with the remaining 
liability at 31 December at £63.14. The remaining profit of £6.14 correspondingly emerges in the 
second six months, as shown in Solution 4 in Table 1. 

However, the objection to using the IRR is that it is no more than a “Вх” to avoid any recog- 
nition of profit on inception. In addition, it produces balance sheet amounts at 31 December that 
are hard to understand. The ‘liability’ balance at this date (calculated using the IRR) will be 
ЕЕМсввљ being neither the ‘deferred revenue’ of ЕРУ сре, (which we have argued to be the 
RV), nor the risk-adjusted liability for future costs of ЕРУ оре? It therefore produces figures 
that cannot be interpreted either in the way that current GAAP figures can, or in any way that ‘con- 
ceptual framework’ measurement of liabilities might be understood (see also Draper et al. 1993). 
Its main advantage is that the showing of an earned rate of return consistently higher than the cost 
of capital is a widely understood way of indicating that super profits are being made. However, it 
is just one of many possible ways of spreading the total expected contract income between the two 
accounting periods and is not demonstrably superior on any conceptual grounds.?! 


4. Changing prices and other assumption changes 


Like IASB (2005), which only deals with measurement at initial recognition, we do not analyse 
fully here the effect of changing prices. However, we note that the UK ASB's discussion paper on 
Revenue Recognition suggested that often an appropriate technique when ‘dealing with incom- 
plete contractual performance is to assess the value of benefit that has not yet accrued to a cus- 
tomer' (2001, para. 3.22), which is consistent with the proposals of FASB/IASB (2010). 
However, inconsistently with RV reasoning, it argues that: 


Once again, when making this assessment, it is important that it is based on prices and circumstances 
that would have prevailed at the time the contract was originally formed; otherwise, changed prices 
may distort the allocation of overall revenue from the contract. (ASB 2001, para. 3.23 — emphasis 
added) 


If, at the year-end, conditions have changed such that Revrec can now charge more for its ser- 
vices, while costs have not changed, then the conventional ‘historical cost’ revenue recognition 
approach will still show the originally expected amounts. However, RV will rise because avoid- 
ance of the current obligation would allow entry into a new, replacement contract at the new price. 
Should revenue also be raised — or should some other income statement item capture the price 
revision? 

There is clearly an ‘opportunity loss’ from being saddled with the current contract (and 
equivalently an ‘opportunity gain’ if prices have fallen). But whether the accounts should 
record any loss or gain as part of ‘current earnings’ opens up the same arguments as those 
debated frequently in the past (e.g. Edwards and Bell 1961, Baxter 1975, Whittington 2008) 
over whether ‘holding’ gains and losses from changes in replacement costs of assets should be 
recognised, and if so whether this should be in current earnings or presented separately (e.g. as 
reported currently under IFRS in ‘Other Comprehensive Income (OCT)') and, if the latter, 
whether they should then be ‘recycled’ into current earnings in subsequent periods to offset the 
higher or lower cost (here revenue) amounts then flowing through.” It may be noted however 
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that not recognising such revaluation gains and losses, as recommended by ASB (2001), has the 
same overall net effect on earnings as initial recognition outside earnings coupled with subsequent 
recycling into earnings. 

Where the higher price now being charged to new customers also reflects the opportunity for 
Revrec to earn a higher margin of profit in the future, it would seem paradoxical to show a loss 
now due to restating the current liability at the new higher RV amount. Clearly a satisfactory 
overall solution also requires recognition of the related intangible for the NPV (as discussed 
above), which should also be restated upwards to reflect the additional profit the company 
could earn at the new price. Once again, not repricing the liability is tantamount to the implicit 
recognition of this gain. 

The repricing issue therefore emphasises our previous argument that profit recognition (and 
thereby performance measurement) needs to be considered independently of simply resolving 
asset and liability measurement issues, and this may also change revenue recognition. 

More generally, we have assumed in the discussion so far that events turn out as planned. In 
practice, however, actual outcomes will diverge in various ways from expected outcomes and esti- 
mates of remaining outcomes will be revised. If the revisions to outcomes /estimates only arise in 
the second half of our contract-year, then the profits reported for the first half year will remain iden- 
tical. Clearly if the revisions are adverse (e.g. costs are now expected to be higher), then the 
accounts will now show smaller profits, or indeed losses, in the second half-year and overall 
(after charging for interest and risk bearing). Equally clearly, the more profit that has been recog- 
nised in the first half of the year, the greater the loss (or at least profit fall) that will have to be 
reported in the second half-year. However, provided a proper provision for risk is made initially, 
this possibility would not appear of itself to justify changing the pattern that is chosen ex ante. 

Revisions to experience and future estimates may also arise before the accounts at 31 Decem- 
ber are finalised. If the revisions are favourable, this will create (or further increase) NPVs; if 
unfavourable this will reduce or even eliminate NPVs; and if they become sufficiently unfavour- 
able provision will be needed for what is now an onerous contract (as conventional accounting 
recognises, at least when undiscounted future cash flows are expected to be negative or insuffi- 
cient to recover existing stated asset amounts). The same difficulties as previously discussed 
over deciding when to recognise any changes in positive NPV will arise, but our analysis has 
suggested that a// changes in asset and liability values, including internal goodwill, are needed 
to give a full picture (e.g. Edey 1963). 

The Boards are taking a different approach but without any clear conceptual justification. 
With regard to revenue recognition generally, the joint 2010 ED does not propose any departure 
from spreading the original contract transaction price (except where the contract becomes 
onerous); and in respect of insurance contracts, while other elements constituting the liability 
amount are to be re-estimated, the Boards propose that the residual margin (IASB)/composite 
margin (FASB) in their initial liability estimates continue to be released into earnings on the orig- 
inal pattern (see Appendix A). 


5. Profit patterns 


Ohlson (2006), now supported by AAA (2010), argues that investors like to have a natural starting 
point in the income statement as they try to forecast subsequent periods’ sustainable earnings.” 
The concept of sustainable earnings is consistent with Hicks’s “No. П Income’ (1946), which can 
be described, in the case of a firm, as the maximum amount of periodic dividend it can pay to the 
owners of the equity, into infinity. Ohlson argues that reporting such maintainable earnings would 
require that assets and liabilities be derived from income and not vice versa (as in his formulation 
there of an ‘accounting principle’ for deriving a period’s closing net operating assets). 
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Only when interest rates are expected to, and do, remain constant does Hicks’s “No. П 
Income’ coincide with Hicks's ‘No. I Income’ (1946), that is, the maximum dividend an entity 
can distribute each period while leaving its capital value intact (as in Ohlson's ‘steady state’ for- 
mulation). The ‘asset/liability’ approach adopted by FASB and IASB measures assets and liabil- 
ities and thereby defines income as changes in these and so adopts a structurally similar approach 
to Hicks’s ‘No. I’ concept (cf. Bromwich et al. 2010). Under the assumption of no expected 
change in the interest rate, the approach to income measurement adopted by standard setters 
could therefore still produce persistent earnings. However, as illustrated in our argument 
above, in conditions of imperfect competition an exit value measurement basis such as FV 
cannot produce a maintainable earnings figure, as it normally forces recognition of the total 
super profit on ‘Day 1’ (as in Solution 3(b) in Table 1).2* 

So in periods where contracts are initiated, FV profits will be much higher compared to 
periods where profits are only made from the carrying out of existing contracts. FV measure- 
ments, as currently defined, cannot therefore of themselves provide bottom-line income 
numbers of the kind that Ohlson argues are directly useful to analysts, as the resulting profit 
pattern will exhibit greater volatility? compared to the profit pattern that would be created by 
DV/RV measurements under the reporting approach illustrated in Table 1, Solution 3dv(a). 
Analysts may also thereby be hindered from understanding the ongoing processes by which 
profitable firms add value during their performance activities through turning inputs (at entry 
prices) into outputs (at exit prices), that is, their ‘business model’ (see, e.g. Penman 2007, 
2011, Singleton-Green 2010, for further discussion). 

Whatever pattern of profit reporting is adopted, under whatever system for reporting asset and 
liability values, it is clear that disclosure of the assumptions being made about future growth and 
profitability is also needed if a picture that can be fully interpreted is to be given (e.g. Bromwich 
2010, Bromwich её al. 2010). 


6. Conclusion 


Will the ‘asset/liability’ approach produce reported earnings patterns of better ‘quality’ than the 
‘revenue recognition’ approach? A conflict most generally will appear wherever enterprises 
expect to earn super profits, for instance, profits that cannot be identified as factor costs in the 
way that items such as ‘interest’ and ‘reward for risk bearing’ may. Moreover, in many circum- 
stances, even these elements may not be separately estimable with any reliability from market 
benchmarks. In other cases, while companies may have invested in building up the necessary 
intangibles that enable them to achieve apparent super profits, current GAAP accounting for 
these intangibles fails to properly match investment and return. 

DV reasoning (in the form of RV) does offer a reconciliation of the ‘asset/liability’ approach 
and the ‘revenue recognition’ approach to the measurement of liabilities. We have argued that the 
exit price liability measurement approach of FV (which also ignores transaction costs) generally 
fails the tests of both decision-relevance and economic logic. Moreover, RV does not force the 
recognition of ‘Day 1’ profit on inception of a contract, which has proved to be a major stumbling 
block in the Boards’ discussions of revenue recognition and insurance contracts. Our analysis pro- 
vides conceptual clarification that supports the Boards in being ‘uncomfortable’ about the impli- 
cations of adopting FV here, and their focusing instead on the consideration associated with the 
transaction. Moreover, our accounting illustrations in Table 1 show that adopting RV allows 
reflection of current values while obviating the need for a wholesale recasting of the presentation 
of the income statement (of the kind proposed in JASB 2010а). 

However, we have also argued that this balance sheet/income statement reconciliation is still 
insufficient in itself to determine the issue of when profits should be recognised: that requires 
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specific consideration of how performance should be measured, and not just of how it should be 
presented. It is therefore unfortunate that it is only the latter issue which became the focus of the 
Boards’ joint project on ‘performance reporting’ (downgraded to ‘financial statement presen- 
tation’, cf. Barker 2004). 

Given that the conflict with current GAAP pervades all kinds of business it would appear that 
the Boards will need to consider the whole issue of accounting for intangibles, and indeed the 
overall adequacy of a model that identifies “comprehensive income’ solely in terms of changes 
in recognised assets and liabilities (e.g. Macve 1997, Bromwich ef al. 2010), before they are 
likely to make any progress in going beyond ‘revenue recognition’ issues to the appropriate 
measurement and presentation of the corresponding reported performance. 
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Notes 


1. А comparison of FASB/IASB proposals on revenue recognition, insurance contracts and fair value 
measurement is available from the authors on request. See also Barker and McGeachin (2010). 
IASB now plans to re-expose its revenue recognition proposals and re-expose (or issue a review 
draft of) its insurance proposals: http://www. ifts.org/Current+Projects/LASB+Projects/[ASB+Work+ 
Plan.htm (accessed 3 July 2011). 

Labelled ‘Current Exit Value’ in the IASB's 2007 Discussion Paper (see Horton et al. 2007). 

The ‘economic principle of substitution’ was of course the original insight underlying the DV approach 

to valuation in imperfect markets (e.g. Baxter 1971). 

4. АП valuation measures are subject to the ‘aggregation’ problem (e.g. Edey 1974), requiring a choice of 
what standard setters refer to as ‘the unit of account’ (e.g. FASB/IASB 2005). 

5. Extension to insurance contracts is introduced in Appendix A. Extension to interest effects is set out in 

Appendix B. Further supporting analysis is available from the authors on request. 

We consider alternative definitions of economic income in Section 5. 

Van Zijl and Whittington (2006), in attempting to provide a reconciliation between FV and DV, rightly 

argue that in order to be consistent with rational decision-taking current value must include the impact 

of related transactions costs. 

8. Baxter (2003, p. 3) argued for caution against the intuitive sense that the advantage conferred by an 
asset is usually the higher of NRV or PV from future use (i.e. ‘recoverable amount’). “Ош more familiar 
approach to value conjures up visions of benefits that would follow the acquisition of an extra asset. 
The deprival principle tells us to look instead at the disbenefits following the loss of an existing asset.’ 
Hence, where RC is lower than recoverable amount, DV is RC. It may be objected that, if PV > RC (or 
NRV > RC), the rational firm will surely have acquired every available asset and so there may not be a 
replacement asset ready to be acquired (or more generally, having equated marginal cost and marginal 
revenue, the last asset to be acquired must have PV = RC so on deprival either PV or RC gives the 
DV). However, the widespread existence of long-lived assets for which PV > RC indicates the preva- 
lence of market imperfections such that firms generally have not been able to exhaust all opportunities 
for investment in assets earning more than RC (i.e. with positive NPVs or yielding ‘abnormal earn- 
ings’), with the consequence that valuing them at FV will show an immediate gain of the kind that 
Nobes (2003) argues for. (Where replacement is indeed impossible, RC is effectively oo and then 
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DV is a correspondingly recoverable amount.) We shall argue that similar market situations prevail 
mutatis mutandis for performance obligations such that RV is RL and not ‘obligation satisfaction’. 
We also note that for corresponding financial assets, such as receivables, the DV is generally simply the 
(risk-discounted present value of) the amount due. The applicability of DV reasoning for traded finan- 
cial instruments is analysed further in Macve and Jackson (1991). 

This correct pattern is consistent with the graphical illustration on p. 35 of Baxter (1971) and is fully 
illustrated in Fig. 13.7 on p. 165 of Baxter (1975). The Appendix to Baxter (2003) on ‘Depreciating 
Assets’ does set out the value pattern correctly, albeit in a more simplified way targeted at practitioner 
readers. 

Kulkarni (1980) does not consider ‘performance obligations’. Baxter (2003, p. 14), with reference to a 
very early version of our current paper, says: ‘If the balance sheet includes deferred revenue (as where a 
magazine publisher gets subscriptions in advance), measurement must probably be a crude compro- 
mise as the issues are complex.’ He does not give any further analysis and this has motivated our 
paper to analyse these ‘complex issues’ and to argue that for these kinds of liability the RV ‘mirror’ 
does apply. 

This situation has the attraction of being the mirror-image of the more commonly discussed accounting 
problems (e.g. for inventories or plant and equipment) where cost outlays occur first and revenues flow 
in later. 

See again note 8 above. It may seem to make intuitive sense to say that the burden imposed by a liab- 
ility is usually the lower of transfer value or settlement in due course (i.e. ‘obligation satisfaction’) but 
(mirroring assets mutatis mutandis) we need instead to focus on what opportunity relief from the 
current obligation will provide. 

Further, more complex, examples showing how the basic approach is readily-adapted to a wider range 
of possible situations are available from the authors on request. 

In our simple illustration, we have assumed that the contract lasts a year and is initiated six months 
before the end of the accounting period. Our results clearly generalise regardless of whatever point 
of time during the accounting period the contract is initiated at. Moreover, if there are seasonal 
factors affecting the business, the allocations of revenue and costs to sub-periods can easily be adjusted 
from simple time allocation to reflect these as appropriate, as suggested in the Insurance Contracts 
exposure draft (IASB 20102). Contracts of more than one year's duration would be handled by 
extension in essentially the same way (see further Appendix A). 

In order to be able to handle positive interest rates consistently (see further Appendix B), whatever the 
accounting conventions adopted, we assume that in all cases Revrec distributes half the total profit on 
the contract by the end of the first accounting period, that is, 31 December, and the remainder during 
the following period by the end of the contract on the subsequent 30 June. 

For simplicity, we assume here that there is no risk of Revrec's insolvency (cf. Horton and Macve 
2000, Horton et al. 2007). We also do not discuss here whether the ‘risk premium’ should reflect 
the whole of the company’s risk or only its ‘systematic’ risk (cf. IASB 2001, chap. 5): IASB 
(20102) proposes to limit recognition of diversification effects to similar classes of insurance contracts. 
Without loss of generality, we assume for illustration that the risk pattern is even throughout the period: 
alternative patterns could be accommodated where appropriate, as suggested in IASB (2010a). 
Cooperative game theory is ideal for our purposes since it allows the business situation to remain 
unstructured, imposing no formal structure on the interactions between companies, thereby reinforcing 
the generalisability of our results. 

If(c) is greater than (a) or (b) and is payable even where cancellation is at the customer’s option there is 
a positive probability that the option will be exercised against the company, and here it may indeed be 
the most relevant value. However, the business is not sustainable as a going concern on this basis (i.e. if 
customers all act ‘rationally’). Alternatively if contracts allow the company, at its option, to exit by 
paying less than CE/2 it would be rational to take this opportunity and this would represent RV — 
but again this is not a sustainable business model as customers collectively would be irrational to 
enter such contracts. (Further analysis of ‘unusual’ situations is available from the authors — e.g. 
Macve 2007.) Related issues about policyholder options have been discussed within FASB/IASB's 
insurance project in the context of a ‘deposit floor’ (FASB 2010). 

As FV excludes transaction costs (b) should be sufficient to compensate another entity for taking over 
the contract and fulfilling it. 

For example, in the case of insurance companies there may be prudential regulatory constraints inhi- 
biting volume expansion through further price cutting. While the precise conditions would need fuller 
analysis in each case, it is sufficient here to recognise that this will be a common situation. 
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Note that an equivalent economic situation arises if Revrec believes its competitive advantage lies, 
not in being able to charge premium prices for its ‘masthead/brand’, but in being able to undercut 
competitors on cost efficiencies. 

While the completion date of Revrec’s contract may be clear, where there are ongoing obligations (e.g. 
product warranties or, as in the case of insurance contracts, delays between occurrence and settlement 
of claims) the enterprise may remain ‘on risk’ well beyond the initial contract period and the risk- 
bearing element of profit (if that can be separately identified) may only emerge during that run-off 
period, 

This approach is consistent with the Boards’ approach (e.g. IASB 2011) in categorising FV measure- 
ments at different ‘levels’ related to the availability of market evidence on prices. The paradox here for 
accounting standard setters is that it is only when values are not already readily obtainable from other 
reliable market sources that the accounting process may be seen to add incremental information content 
(e.g. Beaver and Demski 1979, Beaver 1998, Macve 2010b). 

Under certainty, all future NPVs on the entity’s anticipated business will logically be assigned to the 
opening accounts for the first period of its activities (Shwayder 1967). Under uncertainty, choice is 
needed of some ‘critical event’ that signals sufficient certainty of profit realisation (e.g. Johnson 
1970, IASB 20105, para. 4.48). In current UK life insurance company valuation practice, where the 
critical event is regarded by the industry as the sale of the policy, the corresponding distinction is 
between the ‘embedded value’ (of the existing book of contracts in force, which is accounted for) 
and the ‘appraisal value’ (which allows for the expected profitability of future contracts, which is 
not accounted for but is typically extrapolated from the reported figure for ‘profit on new business’ 
(e.g. Horton et al. 2007)). 

Where there are no super profits, that is, the NPV is zero, the IRR (7) equals the interest rate (7). With 
super profits, when i > 0 (using variables as defined in Tables 1 and B1), the rate at which Revrec is 
borrowing remains negative as it still only requires Revrec to pay a total of £y to supply the customer 
with magazines, against an initial purchase price received оЁЁРУск = (CF/12 x оңо}. The super 
profit that emerges when i > 0 will then be the sum of interest earned (at i) on the assets acquired from 
the consideration received together with the ‘unwind of the discount’ on the liability (at r) as shown in 
Appendix B, Table B1, Solution 4. 

As r is negative, to find r with the pattern in our example here (i.e. that starts with the initial inflow) 
requires equating the ‘end’ (or terminal) values (EV in the tables). [—IntEVcg,1~¢,-] is then a positive 
amount of income. Where i > 0, the income also includes interest on the initial consideration received, 
that is, ПаРУсв 6,4]. 

The amounts of asset and liability іп the beginning are both equal to £PVcr12,; The liability initially 
also equals £EVcx12,-: thereafter asset and liability amounts diverge, with the liability only equal to 
£EV cen, (where п is the number of remaining months in the contract). See Tables 1 and ВІ for defi- 
nition of the other variables. 

Indeed, given that Revrec starts with no net assets, it may be hard to explain how it earns ‘a rate of 
return’. Moreover, in the general case, where companies also hold productive assets and inventories, 
or have incurred costs in advance of the contract, use of the IRR produces values for these (at account- 
ing dates after initial recognition) which simply represent present values of future cash flows dis- 
counted at r and so do not represent DVs and are inconsistent with any available market values 
(Baxter 1975). Insurance companies have argued for continuing the current convention to account 
for their contract acquisition costs as an asset — ‘deferred acquisition costs’ (DAC). Our analysis sup- 
ports this in so far as the DAC may represent DV at initial recognition (as ‘deprival’ would require 
spending the same amount again). However, spreading on the basis of IRR over the contract life 
would destroy this relationship of balance sheet amounts to DV at subsequent accounting dates. 

A similar objection applies to other proposed ‘economic’ allocation methods such as ‘Earned Econ- 
omic Income’ (Peasnell 1995a, 1995b: cf. Grinyer 2000). 

Clearly if Revrec charges a higher initial annual magazine subscription/insurance premium for provid- 
ing this guarantee against any price rise, the embedded option premium would need to be matched 
against the recognition of any such loss or gain from price changes. (On options in DV/RV see 
Stark 1997.) 

We use here the terms sustainable, maintainable and persistent interchangeably. 

To overcome this problem would require the recognition and capitalisation of all future super profits, 
on which a sustainable income would then be reported equal to ‘interest on capital’ plus reward for risk 
bearing. 


Accounting and Business Research 509 


35. Except when the company is able to write an equal number of similarly profitable contracts in each 
accounting period. As illustrated under Table 1, Solution 3dv(b), if internal goodwill is capitalised, 
a similar problem would arise even if DV/RV is adopted as the basis of measurement. The danger 
lies in any failure by analysts (or other users) to understand the true nature of these “Day 1’ super 
profits and their relationship to future earnings. This implies that full disclosure of the significance 
of this profit element is needed, in the way that UK life insurers assist analysts in their supplementary 
MCEV reporting by highlighting the ‘profit on new business’, which is conceptually equivalent to the 
NPV in new contracts written (see Horton et al. 2007, Serafeim 2011 for further discussion). 

36. Strictly one cannot discuss the liability on an individual policy as insurance relies on the pooling of 
risks across substantial populations of policyholders: but we can still scale down the resulting statistical 
expectations in considering our simple ‘typical’ policy example, as argued by IASB (2010a). 

37. Examples and solutions extended to include acquisition costs, and showing that the traditional account- 
ing approaches can similarly be reconciled with a RV valuation of the policy liabilities, are available on 
request from the authors. 

38. The Boards differ over how far interest on these margins should be recognised (FASB 2010). 

39. That table also shows how the accounting in the other solutions in Table 1 would correspondingly be 
adjusted. The full workings for Table B1, and also for a number of additional scenarios, are available 
from the authors on request. (For simplicity of illustration, we assume immediate distribution of any 
monthly profits to avoid further interest effects.) 

40. We assume competitive capital markets such that borrowing and lending are available on the same terms 
to all participants. One per cent per month, with monthly rests, is equivalent to ((1 .01)? — 1)* 100% 
per annum, that is, 12.6825% per annum. An annuity of 12 instalments of £9.50 per month at 12.682596 
p.a. has a present value of £9.50 * 11.25508 = £106.92326, say £107. 

41. The bookkeeping is [opening liability £106.92 + unwind of discount £5.14 = £112.06, less reduction 
equal to revenues for six monthly magazine issues £57 = remaining liability £55.06]. Equivalently for 
the asset (the customer’s deposit) as the costs are spent. Full workings for the bookkeeping for 
arithmetical illustrations of all the situations covered in Table B1, and also for a number of additional 
scenarios, are available from the authors on request. 
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Appendix A. Insurance contracts 


The IASB’s project on insurance began with the IASC in 1997 and has remained extremely controversial. 
FASB later joined the project and, although IASB has issued an ED (IASB 20102), the two Boards have 
not yet reached full agreement. However, as we have argued here, insurance contracts, far from requiring 
some special treatment, also fit the general case of RV recognition, which will be equivalent to the conven- 
tional ‘deferred revenue’ /‘unearned premium’ (at least until prices change). Assume Insrec Corp. issues one- 
year insurance policies on similar terms to Revrec Corp., so that for a typical policy Insrec receives the year’s 
premium in advance on 1 July, and expects to pay claims and other related costs of £y/12 at the end of each 
топ, while requiring a risk premium for the uncertainty inherent in its estimates of £RP/12 per month. 
Clearly, a one-year policy where the policyholder pays in advance is structurally similar to the general case 
that we have been considering. 

Acquisition costs are normally paid by insurance companies and, under conventional GAAP, have tra- 
ditionally been deferred and amortised against premium income.?? ‘Unearned premiums’ will conventionally 
be carried as a liability in Insrec’s balance sheet at the 31 December accounting year-end (in the simplest case 
through simple time-apportionment between accounting periods, or more sophisticatedly by taking account 
of any variation in the pattern of insurance risk across the policy year). Clearly, in a situation where Insrec’s 
product is fully competitively priced, these unearned premiums will represent no more than Insrec’s liability 
to pay the remaining expected claims and other related costs, together with provision for risk bearing. 
However, as we have already seen in Revrec’s case, if Insrec is able to charge a premium which more 
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than covers all costs that have been or are expected to be incurred, its provision for ‘unearned premiums’ will 
exceed its estimates for claims and related costs still to be recognised plus the risk premium. Insrec will have 
an NPV that could be recognised as ‘profit on inception of the contract’ under the asset/liability approach. 

Therefore, we may legitimately equate Insrec’s insurance policy with other commercial arrangements 
with customers, such as Revrec’s magazine contract. 

In its Discussion Paper (ASB 2007b), IASB favoured the ‘current exit value’ approach, which it could 
not distinguish from FV. Current exit value would generally only produce the same result as practice under 
traditional UK/US/international GAAP if insurers face perfectly competitive markets — or are able to treat 
as policy acquisition costs all investment in brands, reputation, etc. that has given them any competitive 
advantage. In the real world, substituting FV represents an implicit decision to accelerate the pattern to be 
adopted for reported realisation of the insurer’s ‘brand value’ and other intangibles. FASB (1999, paras. 
166—167) smuggled in the same implicit decision on revenue and profit recognition. 

In their exposure of the IASB’s insurance ED (2010a) the Boards decided to go back to the more tra- 
ditional view and propose ‘plugging’ the measure of the liability with a ‘residual margin’ (IASB), or ‘com- 
posite margin’ (FASB), in order to eliminate any “Day 1’ profit recognition and spread the profit on a 
systematic basis over the life of the contract.?? In doing so they have not been able to explain conceptually 
how the resulting balance sheet liability at subsequent dates represents a current value. We have argued here 
that our RV approach fulfils this requirement while being consistent with the profit measurement approach 
espoused by the Boards. 

However, for long-term insurance contracts both Boards want the presentation of the income statement 
to depart from the traditional ‘premiums less claims and expenses’ approach and to report instead the margins 
being earned and variations in these due to experience gains and losses and revisions of assumptions (with 
the premiums, claims, etc. relegated to note disclosures). But our analysis here can readily be extended to 
long-term (‘life’) insurance contracts. In the case of ‘single premium’ contracts we merely have to extend 
the period over which the contract is in force with corresponding liability measurements being required at 
each accounting date. Where premiums are paid annually under ‘level term’ contracts, policyholders initially 
pay more than the amount required to cover each year’s risk, and in the later stages of the policy pay less than 
this, which provides them with an economic incentive (in addition to maintaining guaranteed insurability) to 
continue the contract, and gives rise to a similar accounting problem of how to recognise ‘deferred revenue’. 
Therefore, the timing of payment is not crucial to the argument. Our argument therefore supports maintaining 
the traditional form of income statement presentation, albeit with some additional elements as in our 
examples in Tables 1 and B1, together with elements for changes in prices and assumptions as discussed 
in Section 4. 


Appendix B. Accounting for interest effects 


Conventional microeconomics recognises that capital must earn its required rate of return and this is as much 
a cost of production as materials, labour, use of equipment, etc. Capital is rewarded both for time between 
investment and return (‘interest’) and for risk bearing. Our simple numerical examples in Table 1 assume an 
interest rate of zero. Here we show how this will change if the interest rate is greater than zero, based on 
Solution 1 (i.e. not allowing for risk), for consistency labelled Solution 1 in Table B1.°? 


Solution 1 (now with interest rate > 0) 


Assume interest is 1% per month. As production etc. costs are £y/12 per issue, and a year's subscription 
covers 12 issues, therefore the competitive price for a year’s subscription paid in advance is now the 
amount equivalent in present value to 12 future monthly receipts of £y/12 each, namely 


zd lc ЕЭ ER 
2 =i | іх (1 zl о го 


giving a ‘discount’ of £D, 12 = (у — РУ,12 1) to the customer Юг paying annually instead of individually for 
each instalment as it is delivered. Assuming the customer has therefore initially paid ЕРУ, 12; on 1 July, then 
at 31 December the conventional accounting allocation of the revenue under present-day GAAP would nor- 
mally be half to each six-month period, that is, £PVy12,i/2, while both the cost to date and the ‘liability to 
produce and deliver 6 more issues’ appear prima facie to be £y/2, indicating а loss of 20, 12 (i.e. making 
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provision now for the loss to come in the second six months). Therefore, we need to recognise the interest 
effect in the accounting and then there will be no conflict between the ‘revenue recognition’ and the ‘asset/ 
liability’ approach. Earned revenue to 31 December in total is the price of the first six instalments, plus inter- 
est on the assets held to date — which is (РУ, 1~6,;= Y x PVy) — that is, earned revenue totals £y/2 + 
£IntPV, ; _¢,;- Expenditure is the cost ofthe first six instalments plus interest (i.e. “unwind of the discount’ on 
the liability) to date, that is, £(y/2 + £IntPV,, ; .& )), which again gives the standard ‘competitive’ result of an 
overall net income of zero. As all the finance has been provided by the customer, and here there is no risk, the 
equity owners have contributed nothing and have correspondingly earned nothing. The year-end liability is 
the remaining obligation to incur the second six months costs of £y/12 per month, which is now not simply 
£y/2 but the present value £PV,6,; = y/12 х ас. 

With our illustrative numbers, where production etc. costs are £9.50 per month, and assuming an interest 
rate of 1% per month,” the customer's discounted up-front payment is £9.50 x оллоо = £106.92, which is 
the initial RV. Interest accrues monthly on this gradually reducing initial liability, giving a total ‘unwind of 
discount’ as an extra cost of £5.14 in the first six months. In the first six months revenue from the magazine is 
£57 (the same as in Table 1, Solution 1) and by 31 December the liability is down to £55.06 (as compared to 
£57 in Table 1, Solution 1), comprising a provision for the present value of the expected remaining pro- 
duction costs to be incurred, or equivalently the present value of the second six months’ deferred 
revenue. Revrec will have had to call off from the customer’s initial deposit an amount equal to the pro- 
duction cost of £9.50 as each of the first six monthly issues was produced; but they will have earned interest 
on the gradually decreasing balance of that deposit, also amounting to £5.14.*! Therefore, the first six 
months’ net profit is zero. If everything goes to plan in the second six months, the pattern will be repeated 
(but with the amounts of offsetting interest both lower) and Revrec will earn a net profit of zero overall for the 
financial year. 

So including interest brings no conflict between the ‘asset/liability’ and ‘revenue recognition’ 
approaches and, as Table B1 illustrates, this also holds for all the other scenarios considered in the main 
paper. 

This analysis is consistent with the IASB's approach (2010a) of proposing that interest be accrued on all 
elements of the provision for insurance contracts, including the residual margin in insurance contracts, as 
against FASB’s rejection of this (2010) — see Appendix A. 
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Horton, Macve and Serafeim (2011) (HMS) argue for the use of relief value for the measurement 
of certain types of liabilities, and that the replacement liability (an entry price) is normally the 
appropriate measure of relief. I had previously argued elsewhere for an exit price (normally, the 
performance value, PV). In this paper, I first try to clarify the terminology used, and then I show 
why PV rather than RL is usually appropriate for the industries in HMS’ example and for some 
others. My scope is more modest than that of HMS because I do not address revenue/profit 
issues, which I think should be dealt with separately. 


Keywords: deprival value; exit value; fair value; liabilities; relief value 


(Editor 5 note: I invited Professor Nobes to contribute this comment as an indication of the depth of 
discussion that is raised by a fundamental accounting issue such as the measurement of liabilities. It is 
my hope that reading this paper, in conjunction with that of Horton, Macve and Serafeim, encourages 
further contributions to exploring and defining fundamental principles of accounting.) 


1. Introduction 


Horton, Macve and Serafeim (2011)(hereafter HMS) argue with style and clarity for relief value 
(RV) instead of fair value (FV) to be applied in the measurement of contract liabilities. RV is the 
analogy for liabilities of the better known ‘deprival value’ model for the measurement of assets. 
HMS conclude that the normal measurement basis under RV, at least for some types of liabilities, 
should be the replacement liability (i.e. the amount that the entity would receive now if it replaced 
the liability with something equivalent). They note that this puts them into conflict with, inter 
alios, Nobes (2003), who argued for measurement of liabilities at an exit price, not at an entry 
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price. This present paper is а ‘reply’ to HMS. This paper contributes by suggesting improvements 
to the specification of the RV model, and by showing that the replacement liability is not usually 
the relevant measure of relief value for HMS’ example companies or for some others. It proposes 
that liabilities should generally be shown at the lowest of three exit values, which will usually be 
the performance value (the discounted future net cash outflows). 


2. Starting point of agreement 


In addition to admiring HMS’ elegance of exposition and the logic of their algebra, I agree with 
the major point in HMS’? Abstract: 


‘Revenue recognition and measurement principles can conflict with liability recognition and measure- 
ment principles.’ 


I also agree that, even after adopting RV reasoning, ‘major conceptual difficulties still require 
resolution’ (HMS, section 1) before profit recognition would be clear. HMS accept in places in 
their paper that liability measurement need not be tied to profit measurement, but generally 
they bring revenue thoughts into their arguments about RV because their ultimate focus is on 
revenue recognition. Connecting the issues is certainly not surprising, given that the Frameworks 
definition of income (para. 4.25) is expressed in terms of a change in net assets. I regret that, at one 
point (Nobes 2003, p. 23), I also connected the two issues. However, as HMS show (for much of 
the second half of their paper), the recognition and measurement of profit involve the consider- 
ation of many issues other than just the size of the liability. I, therefore, suggest that we should 
start by addressing the issue of the appropriate measurement of a liability without considering 
revenue recognition. Once liability measurement has been resolved, then the issue of whether 
initial and subsequent measurement of a liability should be seen as creating revenue, performance, 
etc. can be addressed elsewhere. 

1 also agree with HMS that fair value (FV) is not conceptually a suitable measurement basis 
for most liabilities. In Nobes (2003, p. 69), I argued in favour cf an exit price but not FV; I did not 
even consider FV to be an exit price as subsequently promulgated by the IASB in IFRS 13. 


3. The components of relief value 
HMS (section 2) set out the RV model (from Baxter 1975, Kulkarni 1980) as: 


ВУ = Мах [RL; Min (РУ; МТУ). 


Isuggest that these components are expressed somewhat misleadingly and are not exhaustive. 
The RL is the amount of ‘replacement liability’ that would be taken out to replace a liability that 
had disappeared. For contracts, this would be the consideration that would be received as a result 
of a replacement contract. Contrary to HMS' summary of the model, this should be measured net 
of transaction costs, i.e. as HMS later! make clear, the RL is the net proceeds that would currently 
be obtained from the same contract. This is the amount by which the entity would be better off. 
The analogy for assets in the deprival value (DV) model is replacement cost (grossed up by costs 
of acquisition), which is the amount that the entity would be worse off if, as a result of being 
deprived of an asset, the entity replaced it. Therefore, I adopt the term 'current net replacement 
consideration’ (CNRC). 

Other writers have set out the model showing historical consideration instead of current con- 
sideration. Lennard (2002, p. 10) has ‘consideration’? ard the Public Sector Accounting 
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Standards Board has ‘assumption price’ (IPSASB 2010, р. 32). Both of them realise that they are 
departing from the model, but note problems with the use of current consideration (Lennard 2002, 
Appendix B; IPSASB 2010, p. 35), to which I will turn later. 

The PV is the performance value: the discounted net cash outflows expected to be needed to 
satisfy the obligations as they fall due. HMS’ remaining element is the NTV (net transfer value), 
but I think that that is not a good term for what HMS intend.* It would be better called ће GTV 
(gross transfer value), i.e. the amount that the entity would have to pay a third party to take the 
liability away, plus the costs of doing this. That is the proper analogy for the net realisable value of 
an asset, as HMS later explain.* These are the amounts by which the entity would be worse/better 
off if it settled/sold the liability/asset. So, when HMS say that RV, like DV, is bounded by 
‘current (gross) replacement price and current (net) exit price’ (section 2), I suggest that the 
‘gross’ and the ‘net’ are the wrong way round for the RV model. 

Fair value does not appear in the RV model (nor in the DV model) but, presumably, the FV of 
the contract would be the transfer price, i.e. the amount that a willing seller at arm’s length would 
have to pay to dispose of the liability (the GTV minus the transaction costs).? The basic argument 
in favour of FV is that it embodies current expectations about the future outflows associated with a 
liability from the perspective of market participants (FASB 2006, para. C2). However, the RV 
model only considers this relevant when the entity is expecting to encounter the market, where- 
upon GTV would be the appropriate measure. 

HMS' formulation of the RV model leaves out one relevant possibility: the gross cost of 
release (GCR) that would have to be paid to the specifically contracted party (e.g. to the customer, 
in the case of an incomplete contract) to cancel the entity’s liability. This possibility comes up later 
in HMS' discussion (see below). Kerr (1981, p. 232) called this the *net redeemable value', appar- 
ently making the same mistake about ‘net’ and ‘gross’ as discussed above. The GCR could be 
regarded as a special case of the gross transfer value (i.e. the GCR involves transferring cash 
to one particular party rather than to any market participant). On the other hand, the contract 
still runs in the case of GTV but not in the case of GCR. After disposing of the liability, this differ- 
ence would not affect the entity but it is useful to separate the two measures because, in imperfect 
markets, the GCR might be different from the GTV. So, I suggest that a more complete formu- 
lation would be: RV = Max [CNRC; Min (PV; GTV; GCR)]. 

Incidentally, these three possibilities for the exit value are consistent with the conclusion arrived 
at in an abandoned IASB exposure draft on provisions (IASB 2010, para. 36B). They were also noted 
by Napier (2007, p. 345) as possibilities for valuing pension obligations. The analogy to GCR for 
assets would be the net amount that would be received from a specific contracted party when dispos- 
ing of an asset (e.g. a debenture), as opposed to the net selling price in a market. This analogy does 
not generally turn up in deprival value models; perhaps because it would rarely be relevant in prac- 
tice, especially for the type of physical assets that DV models tend to focus on. 

Figure 1 shows a diagram of the relief value model. Under each of the four possible measures, 
I show the various terms that have been used (generally for the same concept), starting with the 
one that I prefer, in each case. IPSASB (2010, para. 5.38) use ‘cost of release’ to mean whichever 
of my GTV or GCR is lower. HMS (section 2) provide useful warnings about over-reliance on the 
diagram. 


4. Identifying the relief value 


Let us assume, for the moment, that relief value is the right concept for arriving at the measure of a 
liability. We now need to identify the particular measurement basis that this would lead to in 
various cases. Let us start with HMS’ example of a magazine publisher, Revrec, which receives 
cash in advance from customers for a supply of magazines. Let us further assume the likely case 
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*HMS 
** Lennard (2002) 
***Kerr (1981) 
****PSASB (2010) 


See Kulkarni (1980) 


Figure 1.’ Summary of relief value model and terms. 


of less than perfectly competitive markets. HMS initially suggest (section 3.2) that three measures 
of the liability might be possible: (a) the replacement consideration (RL); (b) the cost to perform 
(PV), i.e. the expected outflows including the cost of risk-bearing and interest; and (c) the cost of 
release, i.e. the amount that a customer would have to be paid to accept cancellation of the con- 
tract. HMS suggest (section 3.2) that (c) would “арреаг to be? the same as (a). However that seems 
unlikely to be universally true. In the case of Revrec, perhaps customers would be satisfied with 
the return of the historical consideration, rather than the current replacement consideration (if 
different). For more specialist contracts (e.g. for construction), some customers might now 
regret having signed the contract and would be happy to receive a small refund; others would 
be seriously aggrieved if a contract were cancelled and could only be bought off at great price 
(once costs are included). In what follows, I will assume that (a) and (c) are different. Incidentally, 
we should note that, unlike in their initial exposition of the RV model (as discussed in the previous 
section), HMS now treat (c) as the specific cost of release rather than as the market transfer value; 
‘i.e. in my terms, they now refer to ОСЕ rather than to GTV. 

Let us take a numerical example of these measures as in Table 1, assuming that the customer 
has paid in full in advance, and that the work has not yet started. As well as imperfect markets, I 
am also assuming that market contract prices have risen since the contract was signed. HMS argue 
that the cost of release (£110 in Table 1) ‘does not therefore seem to be a relevant amount on a 
‘going concern’ basis’ because 'Revrec would plan to perform rather than cancel’ 
(section 3.2). I agree, and I agree with their choice of relevance as a criterion. Presumably, 
HMS would therefore also reject the cost of transfer to another contractor (£105) in this case, 
because it is also above the cost to perform, so it will not be incurred. Of the remaining three 
measures of the liability, conventional accounting and Lennard (2002) would normally choose’ 
the historical consideration received (£100); HMS would normally choose the current 
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Table 1. An example of an incomplete contract. 


Consideration received (the historical net proceeds) £100 
Cost to perform the contract (PV) £90 
Gross cost of release from contract (GCR) £110 
Gross cost to transfer contract to another contractor (GTV) £105 
Current net replacement consideration (CNRC) £120 


replacement consideration (£120); and I would normally choose the cost to perform (£90), as 
explained below. 

The argument against measuring the liability at the consideration received (actual net historical 
proceeds) is similar to the argument against using historical cost to measure an asset: it does not 
represent the outflows expected, or the market value of the burden, or any other decision-useful 
number. There is therefore no space in the RV system for the historical consideration, just as 
there is no space for historical cost in the system of deprival value for assets (see, for example, 
Kerr 1981, p. 230). HMS, also, do not include? historical consideration, because it does not corre- 
spond to any action that the entity could take. Readers of HMS might get the impression (e.g. 
section 2, section 3.2) that they agree with Lennard (2002) but, on this key point, that is not the case. 

Nevertheless, arguments can be made in favour of initially measuring the contract liability at 
historical consideration, as follows. First there is the analogy with assets. Many assets (e.g. inven- 
tories or buildings) are conventionally measured on a historical cost basis unless there is an unplea- 
sant surprise (now called impairment) that involves the relevant exit value (i.e. the highest опе)? 
falling below the historical cost basis. By analogy, some contract liabilities are measured оп a his- 
torical proceeds basis unless there is an unpleasant surprise that involves the relevant exit value (i.e. 
the lowest one) rising above the historical proceeds Баѕіѕ.! The arguments in favour of normally 
measuring at historical cost/proceeds include simplicity, verifiability and the avoidance of the 
uncomfortable!! day-one gains or losses that arise when initial recognition of an asset/liability 
is at a different amount from cost/proceeds. However, these arguments have nothing to do with 
DV/RV models. 

Of the five measures that we started with, both HMS and I would discard the GCR, the GTV 
and the historical consideration as the normal measure of the relief value of a contract liability. 
Two candidates remain: the current net replacement consideration (CNRC or RL) and the cost 
to perform (PV). Incidentally, both of these measurement bases can involve major practical pro- 
blems. Just as an asset’s replacement cost might have to be measured as a part of a modern equiv- 
alent asset (because the asset is partly used up and because the exact asset can no longer be 
bought), so a liability’s replacement consideration might have to be measured as a percentage 
of a modern equivalent contract (because the contract is partly performed and because the 
exact contract is no longer issued). HMS discuss part performance. For PV (as for the value in 
use of an asset), there are of course the problems of estimating the future cash flows and of choos- 
ing the discount rate. 

However, let us return to the theory in an attempt to choose between CNRC/RL and PV as the 
usual relief value. A contractor faces one of two conditions: (i) optimal capacity (i.e. it has 
*already taken on as many such contracts as can be handled while adding to profits' (as indicated 
in HMS, section 3.2), or (ii) less than optimal capacity. HMS assume that the contractor is at 
optimal capacity so that, if a contract were lost, a new one would replace it, but that otherwise 
the new contract could not be taken on. Therefore, the RV is the consideration that would be 
received for a new contract. However, in imperfect markets, do contractors universally, or even 
normally, operate at optimal capacity? 
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HMS’ two example firms are Revrec (that produces magazines) and Insrec (that offers non- 
life insurance). Would it be normal for a magazine producer to have to turn cash-carrying potential 
customers away because of a capacity constraint? Would it be normal for an insurance company to 
turn cash-carrying potential customers away because of a capacity constraint? In both cases, I 
think not. Surely, it is not common for a magazine producer to be limited by some legal or phys- 
ical constraint that would stop it selling to one more customer. It has presumably already sold as 
many as it can at the current price. Further, given a low marginal cost, it might generally delib- 
erately print more copies than it expects to sell. So, there are always spare (virtually marginally 
costless) copies waiting for any marginal extra customer who is prepared to pay the going rate. 
Cancellation by one customer would not be the necessary event needed to take on a new contract 
at the current price. In the insurance industry, one can see the possibility of a legal constraint on 
volume affecting a company but, in practice, how many insurance companies in any particular 
year face such a constraint at the margin? This is an empirical matter, but I suspect that the 
answer for insurance companies, for example, is that it is rare (although Macve and Gwilliam 
(1993) show that capacity restraints apply in the case of Lloyd’s of London). 

Consequently, both Revrec and Insrec would usually be willing and able to take on more con- 
tracts at the margin at the ruling price. So, if they lost any particular contract, that would not cause 
them to be able to replace it with another, so the current consideration is not relevant. It would 
have been relevant (in the RV model) if HMS’ assumption of optimal capacity were often realistic 
for companies such as Revrec and Insrec, but this seems unlikely. 

Let us take a further example from a different industry. Suppose that a new airline, Pomair, is 
set up to specialise in scheduled flights between London and Sydney. It expects to run at a 75% load 
on average (British Airways ran at 73.5% in 2010).!? Pomair prices seats at £1,000 each when 
booked more than two months in advance, but at £1,500 when booked within two months of 
take-off, except that the price falls to £500 within one week of take-off in order to try to sell the 
' remaining seats. 

For a particular flight, which could carry 400 passengers, Pomair has sold 300 seats by the 
two-month cut-off, receiving £300,000. This will more than cover the performance cost of oper- 
ating the flight (say £250,000), which is largely independent of load. The price of a newly booked 
seat now rises to £1,500. So, the current replacement consideration of the 300 existing contracts 
rises from £300,000 to £450,000. Under the standard relief value model, this is the RV.'? But is it 
relevant? If one of the old £1,000 contracts were lost would Pomair, as a result, be released from a 
constraint and only then be able to take on a new £1,500 one? No. So, does the total burden of the 
contracts rise from £300,000 to £450,000? No. This would also require an assumption that all the 
previous seats could be sold again at £1,500 each. This seems unlikely; the price would probably 
have to fall. Also, how would one assess the likelihood, and how would one take it into account in 
measuring the total contract liabilities? Incidentally, would Pomair's burden plummet when the 
price eventually falls to £500 per seat? No, but now the RV model would sensibly switch to 
the higher cost of performance. 

To summarise so far, I suggest that the normal condition faced by Revrec, Insrec and Pomair is 
not optimal capacity. Therefore, the RV is not the current replacement consideration (RL). 

What would the entities do if relicved of a contract (or of all the contracts, in the case of Pomair)? 
The answer is that they would not thereby be able to sign a new contract at current prices (because 
they were already trying to sell as many contracts as possible at the going price) but would be 
saved the cost of performance (or transfer or cancellation, if lower). So, I conclude that the RV 
should be measured as whichever of the three exit values (PV, GTV or GCR) is the lowest. 

A potential example of optimal capacity might be a specialist submarine manufacturer 
(Yellowco), which can only take on two contracts at a time. If it has one contract and is eagerly 
looking for another, then HMS’ logic seems not to apply (as above). However, suppose that it 
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has two contracts (optimal capacity). HMS’ logic might then apply. Nevertheless, suppose that there 
are very few potential customers for submarines. If Yellowco were relieved of a contract, it would 
then not necessarily be able to find another at the same price for many months or years. So, again, it 
is not clear that the ‘replacement liability’ logic is relevant. Perhaps another example of optimal 
capacity would be an oversubscribed university degree programme for which applicants had paid 
full fees of £9,000 as non-refundable deposits in advance. I suggest, though, that these are 
special cases upon which one should not base a general accounting standard for the measurement 
of performance liabilities. 


5. Other types of liabilities 


A further argument against the use of replacement consideration to measure performance liabil- 
ities is that it is not used (and cannot be used) for several other types of liabilities. HMS note that 
Baxter (2003) had doubts about applying RV to a company’s debentures, as did Kulkarni (1980). 
Hence HMS confine their discussion to a particular type of contract: performance liabilities such 
as contracts with customers. Incidentally, this means that HMS” title (which refers to ‘contract 
liabilities’) is too wide, as is their suggestion that ‘this argument is of general application to all 
kinds of business contracts’. 

Similarly, provisions and post-retirement employee benefits are excluded. These are currently 
measured at cost to perform (IAS 37.45 and IAS 19.54).'4 Like Revrec’s liability, they result from 
contracts (or at least from ‘obligating events’, IAS 37.10). However, it is difficult or impossible to 
measure the historical consideration; a fortiori the replacement consideration. If these various 
types of contract liabilities cannot be measured at replacement consideration, then why should 
other contract liabilities be? Deferred tax, if indeed it is a liability (Weetman 1992, Nobes. 
2003, p. 30), also does not fit into a replacement consideration approach.!? 


6. Conclusion: the sinking of HMS Replacement Liability? 
The opening line of HMS’ ‘conclusion’ (section 6) is: 


‘Will the ‘asset/liability’ approach produce reported earnings patterns of better quality than the 
‘revenue recognition’ approach?’ 


This conflation of the two issues (which is inevitable given the objective of HMS’ paper, and 
which I have made myself in the past) is distracting when trying to find a relevant'® measure 
for liabilities. Concern, for example, that a particular initial measure of a contract liability might 
give rise to a day-one profit should not hamper the search for the right measure of the liability; cer- 
tainly not at the theoretical level in a system which makes the definition of ‘income’ subservient to 
that of ‘liability’. Even if revenue measurement were tied to liability measurement, we cannot tell 
whether my own suggested usual measure of a liability (РУ) would often lead to day-one profits 
until discussing the discount rate. So, I confine myself here to а more modest scope than do HMS: 
choosing between different bases for measuring liabilities. 

HMS conclude in favour of relief value (RV) rather than fair value for the measurement of 
liabilities. I agree with this, but not with the standard model of relief value. HMS and I part 
company on what the appropriate measure of RV should normally be for performance liabilities. 
HMS propose current replacement consideration. I suggest that this is not normally appropriate 
for real performance liabilities because, for some contractors who are at optimal capacity and 
for all contractors at sub-optimal capacity, replacement consideration is not relevant. So the 
standard RV model usually leads to the wrong result. I suggest a revised model, as in Figure 2. 
As before, HMS’ warnings about over-reliance on the model should be heeded. 
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Relief value 


in unusual circumstances, and 
only if higher 


lowest of 


CNRC PV GCR 


GTV 
Figure 2. Proposed relief value model. 


In practice, it would be hard to isolate optimal-capacity contractors from others and then to 
isolate those optimal-capacity contractors for whom replacement consideration (RL or CNRC) 
would be relevant. Therefore it is impractical to write an accounting standard that sometimes 
required the use of replacement consideration. RL is also not appropriate for other contract liabil- 
ities or other liabilities (e.g. for provisions, current consideration is not measurable). Given that 
historical consideration is also theoretically unacceptable for reasons explained earlier, this leaves 
various versions of exit value. 

As HMS explain, the theoretical preference of the IASB and the FASB as a general measure- 
ment basis has been FV in the sense of the market price that would have to be paid to transfer 
(not settle) a liability (FASB 2006, para. 15). This is a version of ‘cost to transfer’ in terms of 
the discussion earlier in this paper (though neither net nor gross of costs). The arguments 
earlier (e.g. those of HMS), however, suggest that such a value is not usually relevant. Clearly 
more relevant is a measurement based on an estimate of the cash flows that the management 
actually expects to pay out. 

In practice, the issue might be resolvable in another way because the most obvious problem 
with FV is that, for many liabilities, there is no market in which reliably to measure the . 
transfer price. Examples are law suits, restructuring costs, de-commissioning costs, and the | 
costs of performing Revrec or Pomair’s contracts. Consequently, just as discounted cash flow 
ойеп!? has to be used as an estimate of an asset’s fair value, so discounted cash flow (i.e. cost 
of performance, PV) would have to be used to estimate a liability’s fair value. On the other 
hand, where there is an easily verifiable fair value (e.g. in the case of derivative liabilities), it 
could stand in for RV. 

The conclusion might be that standard setters should divide liabilities into two types: those 
with and those without an active market. The former could be valued at fair value, the latter at 
cost of performance, except in unusual cases where cost of release (GCR) or cost of transfer 
(GTV) can be shown to be lower. 
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Brief response by Horton, Macve and Serafeim 


Nobes’s helpful analysis here further clarifies his (2003) argument in favour of performance value 
(PV) for liabilities — which will not generally be fair value (FV) in particular because FV as now 
defined by FASB (2006), followed by IASB (2011), excludes the relevant transaction costs. We 
agree that the notion of ‘replacement liability’ (RL), that we have argued (HMS, 2011) can often 
represent the Relief Value (RV), does not always fit several common kinds of contracts, and in 
particular several ‘one off? or ‘time-is-of-the essence’ contracts such as his Pomair example of 
a scheduled airline flight. Other similar examples probably include theatre bookings, wedding 
and banquet bookings, holiday bookings, etc. which do comprise a large proportion of situations 
where revenue is collected in advance. But cancellation terms and the extent of any unmet 
demand, especially given market-segmented pricing, are clearly going to be a crucial factor in 
determining what liability provisions are appropriate, and when revenue and profit may safely 
be regarded as ‘earned’. And accounting for the costs to which a ‘going concern’ business of 
this kind is committed may need to extend beyond what is recognised in current practice. 

It should not be a surprise that there are industries which do not easily fit the conventional 
DV/RV ‘tree’. Baxter (1975, chapter 12) discusses various situations where deprival value of 
assets is hard to apply, as ‘replacement cost’ is hard to measure or seems inapplicable. (A con- 
struction contract, such as Yellowco’s, is one of these: so we need to consider both the DV and 
the RV aspects of this example situation, including pipeline orders.) However, we would still 
argue (for the reasons given in our paper) that our assumption for the annual magazine and insur- 
ance subscriptions, that relief allows the starting of a further year’s supply earlier than originally 
planned, is not ‘unusual’ and is applicable to many similar, normally ongoing, contracts which 
earn ‘abnormal profit’ (profit in excess of that needed to cover interest and risk). Measuring at 
‘replacement liability’ (RL) can here reconcile accounting for both revenue recognition and 
liabilities. Nobes also expands the RV decision tree to incorporate more possible branches, but 
we would reiterate his and our warning that, while such a ‘tree’ can deal with relatively simple 
Situations and is a useful pedagogic device, it can be misleading especially when complex 
Situations require Baxter’s (1971, 1975, chapter 12) fuller analysis of ‘how would relief [or 
deprival for assets] change the expected present value of all future cash flows, assuming rational 
economic behaviour to maximise this both beforehand and afterwards?’. Our further analysis of 
a variety of more complex contract situations from this general theoretical perspective on RV must 
await another paper. 


Notes 
1. See HMS section 3.1, where they note that the transaction costs would make RL lower and МТУ 
higher. 


2. Lennard (2002, p. 7) says: ‘So typically we would expect consideration received to be the relevant 

measure for a liability, just as replacement cost is for an asset’. Note that he says ‘consideration 

received’ not ‘current consideration’ or ‘replacement consideration’; and the whole drift of pages 6 

and 7 is about historical consideration, as is the conclusion (p. 10) that his recommendation is ‘con- 

sistent with prevailing practice’. 

As endnote 1. 

As endnote 1. 

Under IFRS 13 (paras. 24 and 25), fair value is an exit price but without adjustment for transaction 

costs. 

6. This would be more likely when price changes are introduced, which had not been done at this stage of 
the HMS paper. 

7. Inhis Appendix В, Lennard notes problems with the use of current entry values, and supports historical 
consideration on pragmatic grounds. 
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8. At one point (section 2) HMS refer to the RV being the deferred revenue, but this is in an introductory 
paragraph before price changes are considered, and the expression is not used later. 
9. This is the exit value that a rational entity would pursue, i.e. the higher of net realisable value and value 
in use (discounted cash flows). 
10. For example, under IAS 11, for a contract expected to make a loss. 
11. See the wry discussion in HMS (section 1) on this adjective. 
12. Annual Report 2010, p. 11. 
13. HMS, in a note to me of 28.7.2011, raise many interesting issues for the analysis of Pomair, e.g. 
whether the unit of account should be the flight rather than the seat. Nevertheless, they come to 
| similar conclusions to mine. 
14. Admittedly, there is some confusion in IAS 37 between cost of release (para. 36) and cost to perform 
(para. 45), but in practice cost to perform is used. 
15. Baxter (1971, chapter 9) analyses deferred tax on capital allowances, etc. as a valuation adjustment to 
the deprival value of assets rather than as a liability. 
16. Relevance was discussed earlier. It is used by HMS and by me for selecting a measurement basis. It 
relates to what a rational entity would do. : 
17. For example, HMS include risk-bearing as well as interest. Geoffrey Whittington has also suggested to 
me that one needs to take account of risk and normal profit. 
18. HMS do not think it is optimality that is the issue but the nature of some ‘unique and one-off’ type 
contracts that they have not yet analysed and where it is not just revenue recognition but also commit- 
ment to future cost that is at issue (note from НМ5 to me on 28.7.2011). 
19. For example, in the impairment standards in US GAAP (as introduced by SFAS 121), and as a ‘Level 
3' basis in IFRS 13. 
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